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A short historical background in taxation 


to help practitioner make sound decisions today 


by RanDotpH E. Pau 


Much of the vexation caused by our present lax system could be avoided by understanding the 


forces which shape i. 


loday relates to what went before. 


Such understanding results from an awareness of how what we are doing 


This article, by the most eminent of our tax historians, offers 


the tax man a brief insight into tax history, guidance in evaluating forces which dictate tax policy. 


HE PRINCIPAL DANGER faced by our tax system, as I 
. lurks in the mystery that 
surrounds the subject of taxation. Its history should 
not be the dull, esoteric story that has often been told; 
no aspect of American history has so deeply affected 
Many 
fiscal decisions have been more important to the 


visualize our future, 


the ordinary daily living of most Americans. 


country’s development than the outcome of some wars. 
Many things done on Capitol Hill have been more 
The whole fiscal story is 
inextricably entwined with the remarkable deve ‘lop- 
ment of the country; it is part of the texture of America. 


For the future taxation presents an area of critical 


critical than many battles. 


decision which may determine, for better or worse, 
the answer to the question whether the great experi- 
ment initiated by our forefathers shall succeed or fail. 
More than anything else, I think that our tax system 
needs a more diffused knowledge in and among the 
American people of its content and policy implications. 
We know too much for one man, or even a few men, 
to know much. It is imperative that American citizens 
understand how taxation works; how the tax revenue 
is extracted from the economy; from whom it is being 
extracted; and what portion of the total is being paid 
by different groups in the country. The democratic 
process requires intelligent discussion of taxation at 
the grass roots level as a basis for many critical politi- 
cal decisions to be made in the future /if we are to 


progress toward increased prosperity and a better life 
for all Americans. Discussion of this kind would do 
well to start with the history of our tax system. My 
paper will give that history in short outline in the hope 
that a summary will stimulate more detailed inspec- 
tion by some of those who read what I say. 


How the tax system started 

At a critical early date in American history a group 
of the ablest of our forefathers, gathered at a conven- 
tion, drafted a Constitution which with two amend- 
ments—one of which should have been unnecessary— 
has served the since. 
Somewhat later Jefferson’s administration abolished 
the elaborate system of excises set up by the Federal- 
ists and turned to the tariff as a source of revenue. This 
form of taxation was popular in the industrial North 
and was distasteful to the agricultural South, which 
was not interested in protecting manufacturing and 
agreed to tariffs just to get revenue. Moreover, the 
South was opposed to any policy which would increase 
the economic preponderance of the North. The tariff 
became inadequate as a source of revenue almost at 
the beginning of the War Between the States, and the 
country had a brief flirtation with progressive income 
and death taxation, which was constitutional in those 
days,’ even though the permissive Sixteenth Amend- 
ment was required to enable Congress to do in the 


tax needs of the country ever 
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Twentieth Century what it had been permitted to do 
in 1861. “Normalcy” revisited the country quickly after 
the War, as it did after World War I, and Congress re- 
turned to the tariff as a revenue producer. It was a 
sufficient source of revenue for many years. 

The Nineteenth Century ended on a note of turmoil 
and confusion. A highly articulate social and economic 
discontent with hard times in rural areas brought a 
populist chicken into the House in 1894,°the year in 
which a disheartened Cleveland allowed the Wilson 
Tariff bill to become law without his signature. The 
income tax imposed by this bill carried the modest flat 
rate of two per cent, but this was enough to arouse to 
fever pitch the anxieties of financial leaders in the 
eastern industrial states. Four of these states—New 
York, Pennsylvania, Massachusetts and New Jersey— 
had supplied four-fifths of the income tax collected in 
1873; the eloquent Choate argued in the Supreme 
Court that the “communist” march of income taxation 
would go on to dangerous destinations if Congress was 
“untrammeled and uncontrollable.” This grim, hard 
warning was too much for a majority of the Supreme 
Court which after two long arguments held that the 
Federal government lacked the power to tax the in- 
strumentalities of the states, which made a tax on the 
income from state bonds unconstitutional, and also 
that the entire 1894 Act was invalid because a tax on in- 
come of real and personal property was a direct tax.” 


Income tax came to other countries early 


But neither the arguments of leaders of the bar nor 
the susceptibility of an unreconstituted Supreme 
Court, nor any form of economic or fiscal isolationism, 
could permanently stay the powerful march of events 
in the rest of a fluid world. In other places than 
America the idea of income taxation was taking posses- 
sion of unsuspecting electorates. In 1793 France had 
adopted a general income tax as a sporadic war meas- 
ure. The British, led by Pitt, followed in 1799 with 
an income tax which was joyfully abolished in 1816 at 
the end of the Napoleonic wars. These were war taxes. 
But peacetime acts came to other countries in the 
middle of the Nineteenth Century, and our own coun- 
try succumbed in the War Between the States. By the 
end of the Century the “socialist” procession included 
Australia, New Zealand, Japan, Prussia, Netherlands. 
In Britain a peacetime income tax came to dinner in 
England at the invitation of Sir Robert Peel in 1842, 
and never went home, even though Gladstone regarded 
it as a most unwelcome guest and longed for the 
“enviable lot” of abolishing the tax. Our own Theodore 
Roosevelt echoed voices speaking from a distant 
wilderness in the early part of the Twentieth Century 


Springer v. United States, 102 U.S. 586 (1880); Scholey v. 
Rew, 23 Wall, 331 (1874). 
* Pollock v. Farmers’ Loan and Trust Co., 157 U. S. 429 (1895), 
(1895), 158 U.S. 601, 687 (1895). 

* Flint v. Stone-Tracy Co., 220 U.S. 107 (1911). 

‘Act of October 3, 1913, (II, ch. 16, 38 STAT. 166). 
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in favor of graduated income and inheritance taxation, 
and later the unheroic Taft, in a burst of campaign 
oratory, predicted that the country would some day 
resort to the income tax as a revenue measure. Much 
fat was soon in a consuming fire. In 1909 Congress 
passed an income tax on corporations which an in- 
genious Supreme Court sustained as an indirect excise 
tax.* In 1913 Taft’s harmless 1909 gesture in favor of a 
constitutional amendment permitting a tax on incomes 
“from whatever source derived” turned into reality 
when Wyoming became the 36th ratifying state. Al- 
most immediately a radical named Cordell Hull and 
some energetic Senators from the West and South ac- 
complished the enactment of our first modern income 
tax.t The inevitable had quickly come to pass, speeded 
by the strenuous efforts of its friends. 


The importance of the 16th amendment 


The Sixteenth Amendment came none too soon. In 
1909 Elihu Root had wanted his country “to have all 
the powers that any country in the world has to sum- 
mon every dollar of the public wealth to its support if 
ever the time of sore need comes upon it.” That hour 
came more quickly than even the far-sighted Root 
could have imagined. Early in April, 1917, President 
Wilson asked Congress to declare war on Germany. 
Taxes quickly entered a losing race with events. Defi- 
cits in millions became deficits in billions. The income 
tax soon became the “center and sheet anchor” of the 
American financial system. Excess profits taxation 
joined a growing list of public enemies, and World 
War I tax rates reached a high of seventy-seven per 
cent for individuals and 80 per cent for corporations. 
The real triumph of Mr. Choate’s argument in the 
Pollock case was this fulfillment of his prophecy. 

The first post-war president did not believe a tax law 
could repeal “inexorable laws of nature.” The next 
President believed that the prosperity of the lower and 
middle classes depended upon the good fortune and 
light taxes of the rich, and that “if we are to adopt 
socialism (which he identified with the use of income 
and death taxes to shift part of the burden of taxation 
from the poor to the rich) it should be presented to 
the people . . . as socialism and not under the guise 
of a law to collect revenue.” For a time the economy 
raced ahead; in fact, the country went on a financial 
spree. But, before leaders in high places knew what 
was happening, the sun was sinking in a cloudy western 
sky. The storm arrived in the midst of forbidding calm. 
In the fall of 1929 the deluge descended upon an un- 
believing people. Twelve years of tax reduction, 
budget balancing, and a decade of speculative de- 
bauch were at an end. Fear stalked a weary land from 
which a puzzled President had only recently promised 
that poverty would soon be forever abolished. A golden 
age had collapsed, and the people turned for leader- 
ship to another unorthodox Roosevelt. This one began 
a long career in the Presidency and an extended period 
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of contact with taxation by telling the people that the 
only thing they had to fear was fear itself—“nameless, 
unreasoning, unjustified terror which paralyzes needed 
effort to convert retreat into advance.” 


Beginning of New Deal taxation 


Retreat soon ceased, but advance was uncomfortably 
slow at first. Taxes climbed faster than prosperity and 
employment. Change with its long arm, its disturbing 
touch, its decree of things not yet manifest, was every- 
where in surcharged air, and what was left of wealth 
was sorrowful and afraid. New brands of taxation 
found favor on Capitol Hill. In 1935 President Roose- 
velt suggested a tax upon inheritances “which bless 
neither those who bequeath nor those who receive,” 
and Congress responded with increased estate tax 
rates. In 1936 the undistributed profits tax burst upon 
a startled business world to survive for only three years 
of hectic existence. In 1937 a revived Treasury De- 
partment, unreconciled as had been a former admin- 
istration to tax avoidance deluxe, suggested stern 
measures for its prevention. An exciting decade ended 
with two opinions which proved that even a Supreme 
Court could change its mood. The opinion in one of 
these cases upheld the imposition of a Federal tax on 
salary of employees of the Port of New York Authority.* 
In the other case the opinion sustained the levy of 
Federal excise tax upon admissions to State Unive alle 
These two opinions, together with 
another opinion handed down in 1939,’ sustaining the 
constitutionality of a tax on the compensation of 
Federal judges taking office after June 6, 1932, indi- 
cated a disconcerting capacity in the Supreme Court 


football games.® 


for “self-correction,”® and suggested that the way was 
open under the Constitution for the taxation of interest 


on State and municipal securities.® 


Keynes’ new fiscal ideas 


Nor were things quiet on the Potomac of economics. 
An English economist named Keynes, who had ac- 
quired great wealth and was later to acquire a title, 
joined intellectual forces with an American banker 
named Eccles, who was also being unfaithful to his 
wealthy class, to preach strange doctrines of a com- 
pensatory economy. To these prophe ts of a new eco- 
nomic deal, and to many who followed in their rapidly 
moving footsteps, de bts were the other side of invest- 
ment and not in themselves sinful. Nor was saving an 


° Helvering v. Gerhardt, 204 U.S. 405 (1938). This decision 
foreshadowed the demise of Collector v. Day, 11 Wall. 113 
(1870). This case was “narrowly limited in the Ger! rar It 
majority opinion.” It was explicitly overruled in Graves v. New 
York, ex. rel. O’Keefe, 306 U.S. 466 (1939). 

* Allen v. Regents of the anaes System of Georgia, 304 

U.S. 439 (1938). 

*7O’Malley v. Woodrough, 307 U.S. 277 (1939), overruling 
Evans v. Gore, 253 U.S. 245 (1920), and Miles v. Graham, 
268 U.S. 501 (1925). 

* Helvering v. Hallock, 309 U.S. 106, 121 (1940). 

Randolph Paul, Taxation in the United States, 


Little, Brown 
and Co., Boston, 1954, pp. 236, 315. 


unadulterated virtue. The forces of supply and demand 
would not, as the classical economists thought, neces- 
sarily keep the economy at the full employment level. 
The interest rate was not a perfect mechanism which 
assured that demand for investment goods would 
always be forthcoming in an amount sufficient to 
utilize all resources not being used for meeting con- 
sumer demand. Investment sometimes needed the en- 
couragement of governmental action; Government was 
an indispensable partner of business rather than a 
patron. Perhaps worst of all in some quarters, the new 
philosophy called for a tax system which would 
counteract tendencies toward a disproportionately fast 
rise in saving and promote tendencies to enlarge con- 
sumption to keep it in step with rises in productive 
capacity. 

This was a rationalization of a progressive tax system 
which imposed a heavier burden upon high bracket 
incomes that are largely saved than upon low bracket 
incomes that are largely spent. It is hardly surprising 
that the higher incomes did not feel like taking these 
new heresies lying down. Opposition became fervent 
and almost religious; a national deficit became a 
criminal act; and a depression was preferable to prof- 
ligate government spending. Protest took the form of 
vilification; in the vocabulary of most select clubs 
those who wished to experiment their way toward a 
distributed prosperity were at the mildest socialists. 
But the voters at least thought that they knew better, 
and the ultimate victory of many of the Keynesian 
doctrines in modified form illustrated the truth of 
Keynes’ observation that “the power of vested in- 
terests is vastly exaggerated compared with the gradual 
encroachment of ideas—it is ideas, not vested interests, 
which are dangerous for good and evil,” and rule the 
world. For Keynes commanded the future from his 
study more than Napoleon from his throne. M: any of 
his ideas triumphed in a cruel ideological battle, and 
have by this time translated themselves into action. 

The people eventually learned that the govern- 
ment may by the proper use of public funds create a 
condition of full employment. And this new learning 
has become irreversible. A finally obedient Congress 
embodied this “most important advance in human 
knowledge in modern times” in the Employment Act 
of 1946. Walter Lippman, who made this evaluation, 
added the warning: “Heaven help the administration 
which refuses to apply this knowledge in the postwar 
world.” 


World War II: we'd seen nothing yet 


The next decade with its world war changed the 
pace and scale of fiscal history. Experience t taught an 
incredulous people that an internal debt of $275 bil- 
lion does not wreck a prosperous nation. In one year 
the Federal budget rose to more than twice the amount 
of the national income of the depression year 1933, 
and to even more than the national income of the 
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halcyon year 1929. Unemployment all but disappeared. 

World War II years brought new meanings and 
values and magnitudes to taxation. It was out of all 
question to pay completely for the war as we went. 
That would have wrecked the production effort, so 
essential to winning the war. The home front problem 
was inflation with danger potentials almost as great 
and as evil as war itself. A combination of direct con- 
trols—such as price and wage control, allocations of 
scarce materials, rationing, and regulation of consumer 
credit—went into partnership with taxation, and an 
unprecedented pattern of saving, to control inflation. 
There was some inflation, as we know, but military 
victory in the war abroad finally came to a country un- 
ravaged by inflation at home. Something else came 
too—a realization on the part of many people (1) that 
a nation can thrive under a staggering burden of taxa- 
tion, and (2) that taxation is one of the most valuable 
instruments of economic control the world has ever 
known. No longer would taxes be merely the exactions 
of a greedy government that spends and spends and 
spends, or even a government that fails to spend 
enough; no longer would taxes be for revenue only; 
thenceforth, the power to tax, in association with other 
governmental powers, would be a power to fulfill 
better destiny for the American people. 


New awareness of the instrument of social control 

Taxation would not have achieved increased value 
as an instrument of social and economic control during 
World War II but for another development. In the 
estimate of Professors Surrey and Warren, it “changed 
its morning coat for overalls.” Switching their meta- 
phors, and making their point doubly clear, Surrey 
and Warren added that the income tax spread from 
the country club group district down to the railroad 
tracks and then over to the other side of the tracks. 
The figures support this conclusion. The Civil War 
income tax affected only a top group of about one per 
cent of the population. The high exemption levels of 
the World War I income tax saved from the impact of 
the income tax more than 100 million out of a total 
population of 106 million. The 1942 Act with its Vic- 
tory tax put more than 50 million taxpayers on the 
rolls. It had become impossible to save the low in- 
comes as well as the high incomes from a heavy tax 
burden and at the same time raise the revenue re- 
quired to make the expenditures the Government 
would have to make for many years to come. The 
alternative of taxing the higher personal incomes had 
been nearly exhausted. Moreover, a tax limited to the 
high incomes would not have the impact upon the 
economy implicit in a tax with a broad base and low 
exemptions. 

Postwar years furnished proof of the truth of 
Holmes’ aphorism that a page of history is worth a 


New York Trust Co. v. Eisner, 256 U.S. 345, 349 (1921). 
Paul, op. cit., p. 650. 
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volume of logic.'° Logic told the economists, almost 
to the man, and many others who had known little 
but depression in their adult lives, that there would be 
grave problems of adjustment to postwar deflation. 
Congress, in fear of a business collapse, rushed to 
repeal the ungainly excess profits tax. But instead of 
collapsing, business boomed after the war, and infla- 
tion continued to be a grave problem. 

Altogether, the history of American taxation teaches 
a paradoxical lesson. Theoretically, high taxes should 
have an adverse effect upon the economy, since every 
tax is an impediment to action the taxpayer might 
otherwise take if he did not have to pay the tax." But 
the historical record of the last 30 years should culti- 
vate some distrust of strict logic in fiscal matters. In 
this instance its exactness has proved to be delusive. 


The last 35 years 


Let me briefly summarize the economic record of 
the last 35 years: 

1. After a period of low taxation in the Twenties the 
national income fell from a high of $80 billion in 1929 
to a low of $40 billion in 1932. Unemployment rose to 
a high of 13 million. 

2. In the subsequent period of increasing taxes the 
American economy moved forward to the prosperity 
we are now enjoying. After adjustment for price 
changes the per capita income of the average Ameri- 
can after taxes increased forty-two per cent; farm in- 
come increased about fifty per cent. Unemployment 
all but disappeared. 

3. In the record prosperous year 1955 taxes were 
virtually at World War II levels. Indeed, the combined 
corporate normal and surtaxes are even now at a level 
twelve points higher than the level they reached dur- 
ing World War II. 

4. In a period of high taxation we have established 
a Social Security program which provides a substantial 
cushion against the hazards of old age, dependency 
and unemployment. There has been a sensational in- 
crease in savings represented by bank deposits, U. S. 
savings bonds and life insurance. 

These and many other statistics at least suggest the 
idea, dramatically expressed by Alvin Hansen, that we 
have “an Alice-in-Wonderland kind of economy in 
which the more we spend for defense, the more we 
have left for investment and consumption.” And the 
historical record proves, I think, that American capital- 
ism is not a house of cards which a slight gust of wind 
can blow away, but rather a tough institution which 
has taken a good deal of punishment in its stride, and 
which can continue to absorb heavy taxes if unavoid- 
able international pressures so require. 


The boundaries of taxable capacity 


The record of the American people as individuals 
is equal to the record of their corporations. They have 
demonstrated a willingness to pay taxes that is almost 
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unique in world history. No one yet knows the limit 
of their endurance or the boundaries of their capacity 
to make payment for a civilized society.1* That a 
people so numerous, so scattered, and so individual- 
istic annually assess themselves with a highly burden- 
some tax liability seems to me, as it once seemed to 
Mr. Justice Jackson, 
vitality of our system of self-government.” 

The value of history is not intrinsic; it is but a pro- 
logue to the future. Its virtue is that it provides per- 
spective for those who must try to solve the many 
riddles presented by the tax and fiscal issues of the 
present time, and those which the future will bring. 


“a reassuring sign of stability and 


Is it possible to appraise in realistic terms the product 
of all the fabulous industry and ingenuity that has 
contributed to the making of our existing tax system? 


Haphazard development could be improved 


The Man from Mars might assert that Congress and 
the Treasury and the Courts have had time over a 
period of forty years to make our Federal tax structure 
almost perfect. That the system is full of defects needs 
no demonstration. And yet I cannot suppress a feeling 
of wonder that our tax system is as good as it is when 
I remember how it came into being. It consists in large 
part of a series of extemporized responses to the imme- 
diate emergencies of war and depression. To a marked 
degree it is the product of snap judgment. Rarely, until 
recently, have we tried to use taxes to shape events. 
Cause and effect have been the other way around. 
Our taxes have been the result of our times when our 
times should have been the result of our taxes. We 
have imposed taxes without realization of their eco- 
nomic and social consequences when we should have 
imposed taxes carefully designed to bring the eco- 
nomic and social consequences we desired. In different 
words but not a different sense, to a large degree our 
taxes have been mere revenue-raising devices lacking 
the dignity and utility that derive from more com- 
prehensive and far-reaching purposes. 


The additional functions of taxation 


In recent years history has taught us that taxes can 
do much more than raise revenue for a passive govern- 
ment performing the few restricted functions which 
occupied the American government of the Nineteenth 


'*See Holmes, J., dissenting in Compania de Tabacos v. Col- 
lector, 275 U.S. 87, 100 (1927). 
* United States v. Kahriger, 345 U.S. 22, 36 (1953). 
‘William L. Cary, “Pressure groups and the Revenue Code: 
A Requiem in Honor of The De parting Uniformity of the Tax 
Laws,’ 68 Harv. Law Review, 745 (1955); Strayer, Individual 
Income Tax and Income Distribution, 45 Amer. Economic Rev. 
430 (1955); Heller, Practical Limit ations on the Federal Net 
Income Tax, 7 Journal of Finance, 185 (1952), Conference on 
Taxation, CIO Committee on Economic Policy, 21; Surrey, on 
Conference on Taxation, CIO Committee on Economic Policy, 
42. See my testimony before a Subcommittee of the Joint Com- 
mitte e on the Economic Re port, Dec. 1955. 

* Benjamin N. Cardozo, What’ Medicine Can Do For the Law, 
Law and Literature and Other Essays, 92 (1931). 


Century. We have learned that taxes can be part 
of a plan to prevent inflation and instruments in 
a campaign against deflation. We know now that they 
can serve as a prophylactic agent against undue con- 
centration of wealth, and that they can function as a 
distributor of the cost of special benefits, as do Social 
Security taxes. As a result the place of taxation and 
fiscal policy in the economic and social fabric of the 
country has altogether changed from the lowly station 
it occupied in the days before the Sixteenth Amend- 
ment gave a new green light to Congress. In short, we 
have listened to the message of tax history and the 
astonishing events of the Twentieth Century—that taxes 
can thwart the growth of the kind of America we de- 
sire, or help to make that America. 

In addition, our tax system seems remarkable from 
the standpoint of the ponderous machinery of Con- 
gressional committees, hearings, debates, and admin- 
istrative and judicial interpretation that constitute the 
Federal taxing process. I believe that we have a better 
tax system than we have any right to expect from such 
an inefficient process. I know that the system is un- 
duly complicated, but, taken in its entirety, it is a fair 
and equitable system. It is not as progressive as it 
pretends to be, 14 but its emphasis is not wholly di- 
vorced from the principle of ability to pay. The recent 
shift away from taxes upon consumption, which by 
their very nature bear heavily upon the low income 
groups, to taxes upon individual income and corporate 
profits results in a more reasonable distribution of the 
burden caused by the vast expenditure the Soviets are 
now forcing upon this country. As a consequence, the 
tax system in its present form is serving its great pur- 
pose without great dislocation of the personal lives of 
most Americans and without unduly hurting business 
or destroying the incentives of the free enterprise 
system. 


We need flexibility for the future 


We conclude with an apparent, but I do not think a 
In taxation policy must embrace 
several viewpoints and blend many considerations. 
Thoughts about taxation must run in the manner of 
the thought of John LaFarge’s friend, Okakura, “as a 
stream runs through grass, hidden perhaps but always 
there”; and we will often feel uncertain in what direc- 
tion the stream is flowing. This kind of thought is un- 
satisfactory to the longing for certainty and repose that 
lures many human minds into an acceptance of delu- 
sively exact answers put forward by theorists who 
sometimes disguise the difficulties of a problem by 


real, contradiction. 


[This article is the substance of a paper read by Mr. 
Paul at a conference on “The History and Philosophy 
of Taxation” held at the College of William and Mary, 
Williamsburg, Virginia, on April 15, 1955, as part of 
the John Marshall Bicentennial Program.] 
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sweeping all the chessmen off the table. That kind of 
approach will only obstruct the solution of the novel 
and imponderable tax problems we face in these 
anxious times. But there is no push-button solution of 
the economic problems of this complex, troubled 
period. There seldom is to any of the real problems of 
life. These economic problems are different from prob- 
lems in algebra or geometry or trigonometry. The sci- 
ence of taxation is a poor, inexact science with many 
pressures and shades of contradiction. The most honest 
opinions will often differ widely, and we must all find 
our ways as best we can with a fallible and groping 
wisdom through tangles of imperfectly understood 
situations, past conflicts of values that cannot be wholly 
resolved, to answers which have to do. In the end we 
may have to wager our salvation upon a process of 
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judgment we cannot articulate in full detail. 

In the meantime, we must beware of the heathen 
that would beguile us to their temples, and the sirens 
with their songs. Rules of thumb “are a lazy man’s 
expedient for ridding himself of the trouble of thinking 
and deciding.”’’ Experience is a better teacher than 
theory, but theory is indispensable too. There is an 
unending interplay between fiscal policy and a con- 
stantly reshaping society. The perpetually changing 
economic problems of modern life call for a flexible 
attitude which looks analytically at the past, realis- 
tically at the present, and hopefully toward the future 
with the knowledge that there must be constant adap- 
tation to the new necessities of an expanding economy. 





| r 1s fortunate that the Constitution does not deny 
to Congress the right to use the instrumentality 
of taxes for purposes beyond the revenue. With rates 
at present levels, it would be nothing short of mad- 
ness to impose taxes for revenue only and with 
blind disregard for their social and economic con- 
sequences. Every tax is, in some measure, regula- 
tory, since it interposes an economic impediment 
to the activity taxed as compared with other activi- 
ties that are not taxed. As Under Secretary of the 
Treasury Marion B. Folsom has said: “No tax is 
without inequities or repressive effects.” Total tax 
collections in the United States ran to about 30 per 
cent of the national income in the year 1951. Estate 
taxes with all their weaknesses hinder to a consid- 
erable degree the transmission of great fortunes 
except by judicious lifetime gifts, the use of life 
estates, and so-called charitable foundations. It 
is, therefore, more important than ever that the 
consequences of taxes be fully canvassed from the 
standpoint of their effect upon the economy. 

From the standpoint of economic consequences, 
some taxes diminish spending power upon which 
the economy depends; other taxes reduce savings 
which are essential to provide investment funds for 
the expansion of the economy. Thus, by taking 
away funds which would otherwise be spent for 
consumer goods taxes may contract consumption 
markets. They may also impede the accumulation 
of wealth and the sources of further investment. 
Inordinate customs, such as those levied under the 
Smoot-Hawley Tariff Act, may stifle international 
trade. All of these consequences are profound, 
touching the economy at vital points. They should 








YES, TAXATION DOES ACCOMPLISH NON-REVENUE PURPOSES 


be prospectively valued before the event, rather 
than after damage has been done. 

The social and economic effects of taxes assume 
their greatest significance and clarity when personal 
interests are directly and immediately concerned. 
Many people have not been interested in taxes as 
a means of curbing inflation, because until recently 
inflation seemed to them at least a disguised bless- 
ing and at most a distant evil which did not affect 
them individually. It appeared as remote as famine 
in China, and men and women found it difficult to 
visualize its impact upon their immediate lives. But 
the officials of the corporation which secures per- 
centage depletion have no difficulty in understand- 
ing the economic effect of freedom from taxation, 
or the contrary effect of losing percentage deple- 
tion. And the volume of recent protest is rather 
convincing evidence that corporate officials gen- 
erally agree that high taxes have economic reper- 
cussions. High taxes are said to induce waste and 
stifle incentive, which may to some extent be true. 
Low taxes are said to encourage expansion, though 
this generally assumed proposition is hard to prove. 
All this discussion is less than completely objective, 
and may some day progress to a higher intellectual 
level. For the moment, the remarkable point is that 
some of the same corporate officials who assert the 
evils of high taxes and benefits of reduced taxation 
—in other words, the power of taxation beyond 
strictly revenue territory—are able to preach with 
straight faces the doctrine that taxes should be for 
revenue only. . . . from Taxation in the United 
States, by Randolph E. Paul, 829 pp., Boston, Little 
Brown & Co., $15. 














How to organize a personal foundation 


and obtain tax benefits from it 


By MeEtvin S. FLECHNER 


Many thousands of foundations have been created in recent years which have enabled founders to do 


things they would otherwise have been prevented from doing by taxation. This article is intended for 


the person wanting a quick but reliable picture of how it is done: what the advantages, tax and other- 


wise, are; how these advantages are oblained; and how to maintain the advantageous tax position 


~ OUND TAX PLANNING does more than minimize 

taxes. It permits the saving of current income and 
the accumulation of capital, thereby conserving the 
fruits of labor for future use. 

Taxpayers in the higher brackets consider control 
more important than ownership. This control plus 
the ability to accumulate more dollars can be accom- 
plished by the use of a foundation. 

A foundation is a non-profit institution established 
to accumulate and use funds for the purposes that the 
founder deems worthy. 


Reasons for congressional approval 

The reason for congressional approval and tax ex- 
emption is the worthwhile work foundations have done 
in the past. Foundations have carried on a great deal 
of research in the field of medicine and other sciences. 
They invested large sums of money, which they were 
able to do because of their tax exempt status and the 
fact that their capital is “risk capital.” 
pioneers in the unknown. 


They were the 


Foundations with their risk capital can well afford 
to take gambles and play the long shot, whereas indus- 
trial research organizations and universities cannot. 


Benefits for the creator of the foundation 


By the proper use of a foundation the creator can 
both do good and derive monet ary benefits. He can 
have the tremendous satisfaction of promoting worth- 


while endeavors and yet retain virtually all but the 
“dividend” benefits of ownership. He does not give 
away his property; he merely gives away the income 
from it. 

Some of the monetary benefits are: (1) the reten- 
tion of power by the creator to manage and control 
the investments of the fund; (2) the chance to use 
the foundation as a vehicle to reduce estate taxes and 
still maintain control; (3) the creation of capital 
gains between the founder and the foundation; (4) the 
availability of a source of borrowing for the creator; 
(5) the creation of a buffer between the creator and 
fund collections; and (6) the ability to give one large 
contribution once his income for the year is known. 


Possible foundation forms 


A charitable foundation may be either a trust or a 
corporation. Most tax practitioners prefer the corporate 
form over the trust. The corporate form grants perma- 
nence and flexibility; it is more readily amendable than 
a trust; it eliminates problems under the Clifford-trust 
line of cases, which may arise if the creator of the 
charitable foundation expects to retain management 
and control; and it escapes restrictions which state 
laws may impose on the creation and administration of 
a trust and the investment of the funds. 

The membership of the corporation can be limited 
to a particular family, and control can be vested per- 
petually in the directors or officers selected by the 
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creator. The family members can vote all the stock 
held by the foundation and can set all the business 
policies, compensation of corporate employees, divi- 
dends, etc. 


Qualifying as tax exempt 


The income of a foundation will be tax-exempt pro- 
vided (1) it is organized and operated exclusively for 
religious, charitable, scientific, literary or educational 
purposes; (2) no part of the net earnings of the founda- 
tion inures to the benefit of any private shareholder or 
individual; and (3) no part of its activities is the 
carrying on of propaganda. 

A. Foundation must be organized exclusively for 
religious, charitable, scientific, literary, or educational 
purposes. In its attacks against foundation tax exemp- 
tions, the Internal Revenue Service has fired its first 
salvo at the phrase “organized and operated exclusively 
for religious, charitable, scientific, literary or educa- 
tional purposes.” However, the courts in their interpre- 
tation of “exclusively” have determined its meaning to 
be “primarily.” The service would favor the denial of an 
exemption unless the foundation has but one motive. 

In Otto T. Mallery (40 BTA 778) the court had the 
“exclusive” problem and sustained the exemption al- 
though assistance was furnished a needy relative. A 
leading case in which a foundation granted benefits 
to the sister of the donor was Home Oil Mill v. Willing- 
ham. 68 F. Supp. 525 (N.D. Ala., 1946), appeal dis- 
missed, 181 F.2d 9 (5th Cir. 1950). There the decedent 
in his will created a trust for the benefit of eight 
charitable organizations. The trust was authorized to 
operate the businesses bequeathed to it, and the de- 
cedent’s sister was named chairman of the trust to 
serve for life. She was to be paid $15,000 a year from 
earnings, but if earnings were insufficient she was to 
be paid from corpus. The commissioner argued that 
the trust had a dual motive and was not “exclusively” 
philanthropic. The court in finding for the foundation 
stated that “the testator intended that his very consider- 
able residuary estate, both corpus and income should 
be devoted, in maximum amount, to charitable pur- 
poses.” The court also felt that the testator, instead of 
mere r paying his sister a lifetime competence, was 
motivated by the assurance that she would faithfully 
and succe -ssfully carry out his beneficient plan. Ne ither 
the family relationship nor the provision for the com- 
pensation of the sister on a fair and reasonable basis 
for services actually performed operated to deny an 
exemption certificate. 

B. Net earnings of the foundation shall not inure 
to the benefit of the individual. The statute granting 
exemption requires that the net earnings of the foun- 
dation shall not inure to the benefit of the individual. 
Use of the words net earnings permits deducting the 
cost of operations in arriving at this figure. Obviously 
compliance with the statute is had where clerical em- 
ployees are paid salaries. The same is true if the 


creator or his immediate family are paid reasonable 
salaries for services actually rendered. 

It is not the percentage of earnings paid as salaries 
that affects the tax exempt status of the foundation, 
but it is the reasonableness of the compensation for 
the particular services rendered. 

The Internal Revenue Service has achieved some 
success in litigating those cases which would otherwise 
qualify but for the fact that the bequest or gift either 
directed or was subject to the payment of part of the 
foundation’s net earnings to a private individual. 
Here the argument is made that acceptance of the 
gift causes the foundation to lose its exemption be- 
cause part of its net earnings are for the benefit of a 
private individual. 

However, when a foundation accepts a bequest 
subject to obligations to private individuals, it is as- 
suming an obligation in order to receive a much 
greater financial benefit. Its obligation, being inciden- 
tal to its main charitable purpose, should not destroy 
its right to exemption. On the other hand, where it 
accepts such obligations so large that they overshadow 
the amounts of earnings remaining for charity, the 
obligations are no longer incidental and the exemption 
should be denied. 

In Davenport (6 Tax Ct. Mem. 1335 (1947), affd, 
170 F.2d 70 (9th Cir. 1948) ) the foundation was obli- 
gated to make payments of income to the donor and 
his brother. In addition, the trustee had unlimited dis- 
cretion to provide for the donor's children if they 
were in want. The donor was to live rent free in a 
house conveyed to the foundation. The foundation was 
held taxable. 

In Scholarship Endowment Foundation v. Nicholas 
(25 F. Supp. 511 (D. Colo.)) the donor transferred 
corporate stock and bonds to the foundation and obli- 
gated the foundation to an annual annuity of $5,000 
for the donor's life and upon his death to his wife. 
The gross income of the foundation was $15,000 and 
though $10,000 was available for charity only $1,300 
was expended. The rest was withheld for future pay- 
ments of the annuity should current income be in- 
sufficient. The exemption was denied. 

In Baker (40 BTA 555) a private annuity to the 
widow amounted to $19,200 per year during the first 
three years. During this period actual charitable ex- 
penditures were from four and one-half to twelve 
times greater than the annuity obligation. The court, 
in holding for the foundation, stated: 

“Petitioner's only activity during the taxable years 
which was not strictly of a charitable or educational 
character was the payment of the allowance to the 
decedent’s widow and the educational expenses of her 
nieces and nephews. We do not think that alone de- 
feats its classification as an exempt corporation under 
the statute. The payment of these amounts was merely 
incidental to and was a means of furthering the chari- 
table and educational purposes for which the petitioner 
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was organized. It was in no sense a part of its corporate 
activities. The payments... were a charge not upon 
the petitioner’s net earnings but against the entire 
corpus of the residuary estate.” 

In Orton (9 TC 533 (1947), aff'd, 173 F.2d 483 (6th 
Cir. 1949) ), the annuity varied from $6,000 to $12,000 
in the first five years and thereafter was $350 per 
month. Income in the same period varied from a net 
loss to $23,000. The foundation expended over $20,000 
for charitable purposes. The fact situation in this case 
was similar to the Baker case and the court applied 
the same theory in granting an exemption. 

In a very early case, Lederer v. Stockton, (260 U.S. 3 
(1922) ) an annuity of $800 was pay able out of $15,000 
income to an annuitant, the rest of the income being 
actually expended for charity. The exemption was 
granted. 

C. Propaganda cannot be a substantial activity. 
Very careful attention is given to the requirement 
that “no substantial part” of the activities may consist 
of “carrying on propaganda, or otherwise attempting 
to influence legislation.” In considering this phrase, it 
is necessary to distinguish between two kinds of or- 
ganizations which may be regarded as political. 

The first includes those engaged in political activity 
in the popular sense of the term, that is, the promo- 
tion and support of a political party and the support 
of candidates for office. Contributions to this type of 
organization are specifically denied by the a, 

The second kind of organization includes (1) those 
organized and operated primarily for the purposes of 
promoting principles of government; (2) those en- 
gaged in activities pertaining to the conduct or form 
of government; (3) those engaged in activities to ef- 
fect certain systems of administration; and (4) those 
engaged in legislative activities to accomplish these or 
other purposes. Many organizations having such pur- 
poses apply for exemption as “educational” founda- 
tions. Randolph Paul has described the precedents as 
establishing the following rule: 

“A primary devotion is enough, totality of devotion 
is not required. The general or predominant purpose 
is to be considered. Activities which are not 
in themselves, but merely the means of 
accomplishing the desired purposes, 


educational 
do not prevent 
the desired purposes from being deemed ‘exclusive’ 
under the statute A purpose, ‘incidental, contribu- 
tory, subservient or mediate’ to one of the statutory 
purposes, will not prevent an organization from being 
within the required category.” 

In the early days, the Revenue Service tried to re- 
solve cases by distinguishing between “education” on 
the one hand and “propaganda” on the other. It is now 
reasonably established that under the present law an 
organization may have as its ultimate objective the 
creation of a public sentiment favorable to one side 
of a controversial issue and still secure exempt status if 
its methods are of an educational nature, and it does 


not, to any “substantial” degree, attempt to influence 
legislation. 


Procedure to secure exemption 


Once a foundation is created and the initial con- 
tribution is made, the usual procedure is to apply to the 
Internal Revenue Service for a ruling granting the 
exemption certificate so that contributions will be de- 
ductible. As a general rule the service will not rule on 
the status of a foundation until it has actually op- 
erated for about one year. If the ruling is favorable, 
the certificate is retroactive to the inception of the 
organization and deductions may be taken for the 
contributions made in the first year and thereafter. 

The service may be willing to issue a ruling before 
one year of operation, but this applies only to organi- 
zations receiving public contributions. These rulings 
will be tentative in nature, and a formal ruling will be 
issued only at the end of a year of activity. At the 
present time rulings are being issued by the local 
offices in cases in which the service will rule before 
one year's operations have been completed. The Wash- 
ington office is now ruling on all family type founda- 
tions, but under the plan of decentralization the local 
offices will soon handle these cases. 

When applying for the exemption certificate it is 
necessary to file Form 1023 and the articles of incorpo- 
ration, the charter, by laws, and a record of the first 
year's operation. This form is first filed with the Direc- 
tor of Internal Revenue in the district where the foun- 
dation is created. If the foundation is of the family 
type, it is referred to the Exempt Organization Branch 
in Washington for a ruling. At the present time one 
can expect a ruling within four months after Wash- 
ington receives the files. 

In the first year of operation, before the foundation 
receives its exemption, it is necessary for the founda- 
tion to file a taxable return. In most cases this return 
will be due before the exemption is received, and it is 
suggested that an extension be requested for filing the 
return and for paying the tax in accordance with the 
provisions of section 39.56-2 of Regulations 118. 

Once the exemption has been granted, the organiza- 
tion is required to file an annual information return 
on Form 990 or Form 990A. 


Limitations on charitable foundations 


The Revenue Act of 1950, which was enacted to 
clarify the permissible transactions in this field and 
eliminate some of the abuses, gives implicit approval 
to all legitimate philanthropic organizations. The new 
rules and regulations are reasonable, easy to live 
within, and, though general and all inclusive in their 
wording, are attempting to remove some of the doubt 
in the field. 

A. Prohibited transactions. A foundation engaging 
in prohibited transactions with specified persons shall 
lose its exempt status. These persons are (1) the 
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creator of the organization; (2) a substantial con- 
tributor to the organization; (3) a member of the 
family of such creator or contributor (whole or half- 
blood brothers and sisters, spouse, ancestors, and lineal 
descendants ); or (4) a corporation controlled by (1), 
(2), or (3). Control in this case means owning directly 
or indirectly fifty percent or more of the voting power 
or fifty percent or more of the value of the stock of 
the corporation. : 

The objective is to deny tax exempt status to or- 
ganizations which are manipulated to the private ad- 
vantage of substantial donors. A gift in the year (or 
prior to the year) in which the organization engages 
in a prohibited transaction will be deductible if the 
donor and his family are not parties to the prohibited 
transaction. 

The prohibited transactions are: (1) lending its 
income or corpus without adequate security and a 
reasonable rate of interest to the creator or related 
person mentioned above; (2) paying them unreason- 
able compensation; (3) offering them services on a 
preferential basis; (4) making a substantial purchase 
of securities from them for more than adequate con- 
sideration; (5) selling them a substantial part of its 
securities or property for less than adequate con- 
sideration; or (6) engaging in any other transaction 
that results in a substantial diversion of the income or 
corpus of the organization. 

1. When transactions are permitted. The transactions 
enumerated in the statute are all permitted whenever 
the specified person is dealing at arms length with the 
charitable foundation. If a transaction with a founda- 
tion improves its income or asset position, the fact 
that the creator receives collateral benefits, such as 
improving his liquidity, financing, or the realization of 
capital gain does not bar the transaction. 

2. Construction of ambiguous language. As can be 
seen from the language used in describing the prohib- 
ited transactions, the wording is general and includes 
terms as “reasonable,” “substantial,” and “adequate 
consideration.” As to “reasonable” we can look to its 
meaning in the general line of compensation cases. 
“Substantial” brings with it such language as “major 
portion,” or “the great part”; and “adequate considera- 
tion” can be considered what a free buyer in a free 
market would be willing to pay for the asset and a 
free seller would accept. 

3. Penalty for engaging in prohibited transactions. 
An organization which engages in prohibited dealings 
as set forth above loses its exemption certificate. A 
considerable interval may elapse, however, between 
the “crime” and “punishment”; for generally speaking, 
the penalties become effective only for taxable years 
subsequent to the year in which the organization is 
notified by the Service that it has participated in a 
prohibited transaction. The Commissioner shall notify 
the violator in writing by registered mail at the last 
known address of the organization. However, notifi- 


cation will not be required (1) if the organization 


commenced the prohibited transaction with the pur- 


pose of diverting income or corpus of the organiza- 
tion, or (2) if the foundation diverts corpus from its 
exempt purposes, such transaction involving a sub- 
stantial part of the income. 

4. Procedure for regaining exemption. An organiza- 
tion which has lost its exempt status may file for an 
exemption certification as a new organization in any 
taxable year following the taxable year in which 
notice of denial for exemption was issued, and in addi- 
tion file an affidavit to the effect that it will not 
knowingly engage in a prohibited transaction again. 

B. Restrictions on accumulations of income. Another 
new and important provision relates to restrictions on 
accumulations. This new section bars excessive ac- 
cumulations out of income when: (1) the accumula- 
tions are unreasonable in amount and duration in light 
of the exempt purpose of the organization; (2) the 
income funds are used to a substantial degree for pur- 
poses or functions other than those for which exempt 
status was granted; or (3) the income funds are in- 
vested in a manner to jeopardize the carrying out of 
the purposes for which exempt status was granted. An 
excessive accumulation of income, thus determined, 
results in the loss of tax-free status. 

These rules apply to income and not to gifts which 
the foundation receives. The term “income” means 
gains, profits, and income determined under the prin- 
ciples applicable in determining the earnings and 
profits of a corporation. The amount accumulated out 
of income during the taxable or prior year shall be 
determined under the principles applicable in deter- 
mining the accumulated earnings and profits of a 
corporation. 

In determining the reasonableness of an accumula- 
tion out of income the following will be disregarded: 
(1) the accumulation of gain upon the sale or ex- 
change of a donated asset to the extent that such 
gain represents the excess of the fair market value 
of such assets when acquired by the organization over 
its substituted basis in the hands of the organization; 
and (2) the accumulation of gain upon the sale or 
exchange of property held for the production of in- 
vestment income, such as dividends, interest and rents, 
where the proceeds of such sale or exchange are within 
a reasonable time reinvested in property acquired 
and held in good faith for the production of invest- 
ment income. 

An accumulation out of income may be permitted if 
the purpose of the organization requires accumula- 
tion for a period of years in order to perform a specific 
job authorized in its charter. As to what is a reason- 
able accumulation we have section 102 of the 1939 
Code to consider. There is no rule requiring 100% 
distribution of earnings and Congress turned down an 
eighty-five percent rule. I am inclined to believe that 
seventy-five percent distribution, possibly as little as 
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fifty percent, is permissible. Whether an accumulation 
is reasonable or not depends on the history of the 
foundation and the ability to show that the purpose 
of the foundation is being carried out. 

A recent ruling interpreted accumulations under 
Section 3814 of the 1939 Code. The organization which 
requested the ruling was tax-exempt under Section 
101(6) of the Code, receiving its chief support from 
gifts by its founder. In past years the foundation had 
distributed its entire income and in some years in- 
vaded its contributed capital substantially in order to 
make distributions. From 1948 through 1953 it had 
a total gross income of 900x dollars of which amount 
500x dollars represents gain from the sale of capital 
assets. 1,400x dollars were distributed. The founda- 
tion was desirous of restoring its income-producing 
corpus and proposed to accumulate each year its 
capital gains income and a certain minor part of its 
annual dividend and interest income, so as to ac- 
complish restoration over a ten-year period or less. The 
ruling stated: 

“In view of the circumstances here present, it is held 
that the accumulation each year by the instant or- 
ganization of its capital gain income and part of its 
annual dividend and interest for the period of ten 
years or less until past invasions of its income 
producing corpus have been restored will not be con- 
sidered an unreasonable accumulation of income 
within the meaning of $3814 of the Code 
(Italics supplied ) 

C. Taxation of unrelated income. In order to elimi- 
nate the competitive advantages that tax-exempt or- 
ganizations enjoyed, when engaged in commercial 
business, the Revenue Act of 1950 taxed unrelated 
business income. If the organization is a corporation, 
it is taxed at corporate rates; and if a trust, it is taxed 
at individual rates on its unrelated income. An un- 


related trade or business is described as one “the 


conduct of which is not substantially related (aside 
from the need of such organization for income or funds 
or the use it makes of the profits derived) to the 
exercise or performance by such organization of 
charitable, educational, or other purpose. . . .” 

Excluded from unrelated trade or business income 
as defined above are dividends, interest annuities, 
gains or losses from the sale, exchange, or other dis- 
position of property other than inventory or property 
held for sale to customers, and rents from real property. 

In contrast to these exclusions, business lease rent 
is income of a lease of real property for a term of 
more than five years if at the end of the taxable year 
there is outstanding an indebtedness incurred in ac- 
quiring or improving the property. The mortgaging of 
property and the use of the funds thereof for the 
purchase of a new piece of property, as well as pur- 
chasing real estate subject to a mortgage, is considered 
the type of indebtedness which would subject income 
to corporate rates of tax. 

Section 514(b)(2)(B) contains a new rule under 
which a lease is treated as continuing for more than 
five years where the property has been occupied by 
the same lessor for a total period of more than five 
years (commencing not earlier than the date of 
acquisition of the property by the tax exempt organi- 
zation) whether the occupancy is under one or more 
leases, renewals, etc. However, this provision applies 
only in the sixth and succeeding years. 


[Mr. Flechner is a member of the New York bar, holder 
of an LL.M. in taxation from NYU, member of the 
committee on exempt organizations, Section on Taxa- 
tion, American Bar Association. The foregoing article 
uses material which appears also in 34 Nebraska Law 
Review 630, which publication contains extensive foot- 
notes which may be of interest to those researching 
this question. ] 





N INTERESTING description of the manner in 
A which income is taxed when it is derived from 
a business unrelated to the foundation’s tax-exempt 
purposes was recently published by Max Wasser, 
New York CPA, in the NYCPA. He said: 

Except for a few types of excluded groups, such 
as churches, exempt organizations are taxed on the 
net income received by them from unrelated trades 
Note that the 
business must be both unrelated and carried on in 


or businesses carried on regularly. 


a regular way. 

In arriving at gross income from unrelated busi- 
ness, the statute specifically excludes income from 
such sources as: 

(a) dividends, annuities, interest 
(b) royalties 





HOW INCOME FROM UNRELATED ACTIVITY IS TAXED 


(c) rents (except from business leases ) 
(d) capital gains and losses 
(e) research 


To arrive at unrelated business taxable income, 
those expenses directly connected with the opera- 
tion of the business are deducted. In addition, a 
deduction for contributions is permitted. Where the 
exempt organization is a corporation, the 5% limi- 
tation exists. Exempt trusts are permitted charitable 
deductions of up to 20-30%. 

Finally, a specific deduction of $1,000 is per- 
mitted. 

The rates of tax are similar to the corporate rates 
for incorporated charities, and the personal rates 
for trusts. 
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“MANAGEMENT OF THE 


Professional 


tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Griswold analyzes trouble spots in tax- 


practice fight; says CPAs should relax 


EAN Griswo.p of the Harvard Law 
D School has made another major 
contribution to settlement of the con- 
flict between lawyers and CPAs over 
tax practice. His earlier proposals (3 
JTAX 130), while recommending 
moderation, contained proposals to 
which many leaders in the accounting 
profession took exception. While it is 
not likely that all will endorse Mr. Gris- 
wold’s current analysis, he does draw 
attention to some very basic questions 
relating to professional practice habits 
and conditions in such a way as to en- 
courage a maximum of fair considera- 
tion of possible evils flowing therefrom. 

The present proposals by Mr. Gris- 
wold were presented in an address at 
the annual meeting of the Section of 
Taxation, American Bar Association in 
Philadelphia in August. The following 
excerpts from his remarks present his 
views: 

For some months there has been a 
more or less open controversy between 
organized accountants and organized 
lawyers. I think we can all agree that 
this controversy has been unfortunate. 
As a matter of fact, I think that its im- 
portance has been considerably exag- 
gerated. Individual accountants and 
lawyers are going ahead doing their 
jobs as they have been for many years 
in the past, working together, harmoni- 
ously and effectively. The overwhelm- 
ing number of accountants have not 
been affected in their activities. 

It would not be fair to call the dis- 
pute a tempest in a teapot. But it really 
is fair to say that it is not worth the 
paper and time and effort that have 
been spent on it. It is no doubt hard 
to do, but it would be a very fine thing 
if the organized accountants could be 
philosophical about it, could 
recognize that they have certain formal 


more 


disadvantages in the area, and would 
accept the fact that their difficulties are 
probably going to be worsened the more 
that attention is called to them. 

In 1951, a very excellent Statement 
of Principles was adopted by a Joint 
Conference of Lawyers and Account- 
ants and was approved by the American 
Institute of Accountants and the House 
of Delegates of the American Bar As- 
sociation. Of course, on such a difficult 
and nebulous matter, this Statement of 
Principles does not give all the answers. 
But it does outline the approach which 
should dispose of many of the questions. 
Beyond that, the continuation of joint 
meetings between the representatives 
of the two professions should make it 
possible to wrestle with and probably 
to resolve specific questions which may 
hereafter arise. 


CPAs’ position not improved 


In connection with the current con- 
troversy, the president of the American 
Bar Association has appointed a Special 
Committee on Professional Relations. 
This special committee has had several 
meetings with representatives of the 
certified public accountants. So far, 
agreement has not been reached, which 
seems most unfortunate. It may perhaps 
be said that the position of the certified 
public accountants does not appear to 
have improved any during the year. I 
think they are about where they were. 
But where they were was really pretty 
good for them and I think they ought to 
realize and accept the fact. No doubt 
they will have to be somewhat philo- 
sophical about their position; but if they 
are willing to do that, I think they will 
find that they are not materially ham- 
pered in carrying on their activities 
about as they have been carrying them 
on for a good many years. 
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The chairman of the Special Com- 
mittee on Professional Relations is the 
former president of the American Bar 
Association, William J. Jameson. I do 
not see how the association could have 
a better representative. He has been 
patient, fair, reasonable, pleasant, earn- 
est, genial, firm, always willing to hear 
all sides, open-minded—in short, every- 
thing that the chairman of such a com- 
mittee should be. Although there is close 
harmony between the members of the 
committee, I do not think that it can 
be said that there is close agreement 
among them on every aspect of the 
problem. Mr. Jameson has been par- 
ticularly good, I think, in finding a fair 
consensus of the committee, and in pre- 
senting that view to the representatives 
of the accountants. 


Issue is not “practice of law” 


Last January, I undertook to make a 
speech in this area, because the prob- 
lem has long interested me, and it was 
suggested that I might be able to make 
some contribution to it. I hope I may 
have contributed to discussion, at least. 
It is quite clear, of course, that I did 
not achieve a solution of the problem. 
There is one thing, though, which I 
suggested in that speech, and which has 
seemed to be even clearer to me since 
that time. Since this is primarily a meet- 
ing of lawyers, it may be well for me to 
undertake to make the point here, 
though it is very likely that many of my 
listeners will not agree with me. The 
point is this: The problem is often put 
in terms of “practice of law.” Only law- 
yers can “practice law,” it is said, and it 
what an accountant is doing is “practice 
of law” then he is acting improperly. 

I feel fairly sure myself that this is 
not a sound way to approach the prob- 
lem. The trouble is that it really begs 
the question. If we start with that ap- 
proach, then the conclusion is going to 
follow as surely as the night follows the 
day that much of what the accountants 
have long and customarily done is im- 
proper for them to do. The people who 
think in terms of “practicing law,” and 
this includes many of those who have 
been active on unauthorized practice 
committees, proceed from that major 
premise to a minor premise that if the 
problem involves a matter of law, such 
as the application of the statute or 
regulation or court decision, then it is 
“practice of law” and can only be done 
by a lawyer. 

But this is surely too broad. Must all 


| 
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policemen be lawyers? They are surely 
involved in applying statutes, and regu- 
lations, and court decisions. Their ac- 
tions are not merely ministerial by any 
means. Must all city clerks be lawyers? 
Must the doctors in health departments 
all be lawyers, too? Must all legislators 
be lawyers? Obviously, there are many 
things involving the law and its appli- 
cation which can and must be done by 
non-lawyers. The “practice of law” 
formula is not a safe and sound ap- 
proach if it is taken to include a rule 
that any matter involving application of 
statutes, regulations, and court decisions 
can be handled only by a lawyer. 


Many non-lawyers in government 


In this connection, it is well to re- 
member that the overwhelming propor- 
tion of the government’s employees ac- 
tually 
not lawyers. Some people may deplore 
this. Nevertheless, I suggest that it 


would not be wise for lawyers to seek 


administering the tax laws are 


to obtain any change in this respect. 
At the present time, the Treasury Regu- 
lations go far to protect the position of 
lawyers in the tax field. The organized 
accountants have been seeking a change 
in these regulations, or to obtain from 
Congress a change in the statute law 
which would affect the position of law- 
yers. So far they have not been success- 
ful. For a century and a half, the ad- 
mission to the practice of law in this 
country has been in the control of the 
states, and that system has worked well. 
This deepseated tradition is a power- 
ful factor in favor of lawyers in the 
present situation. It seems to me likely, 
though, that Congress and the Treasury 
have power to prescribe the require- 
ments of practice before the Treasury 
if they choose to exercise it. So far they 
have left this to the states, and I hope 
. they will continue to do so. But the sur- 
est way to lead Congress or the Treas- 
ury to exercise its power in this field 
would be for the organized bar to take 
an extreme or unreasonable position on 
the matter. 


CPAs vy. other accountants 

The negotiations over the past year 
have been carried on with representa- 
tives of the American Institute of Ac- 
countants, which represents the certi- 
fied public accountants. The certified 
public accountants are as a group the 
best qualified in the accounting field. 
But there are many public accountants 
and tax experts who are not certified 
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public accountants. For some reason, 
the certified public accountants have 
felt that they must seek to shelter all of 
these people under their wing. For ex- 
ample, the change in the Treasury De- 
partment Circular proposed by the 
American Institute of Accountants is 
applicable to all “agents”—which is the 
word used in the Treasury’s Circular 
with respect to persons allowed to prac- 
tice before it who are not lawyers. It 
might be that the lawyers would feel 
that some should be 
adopted as to the position of certified 
public accountants, who have substan- 
tial standards and have obtained a 
measure of professional status—though 
they are by no means subject to the 
same sort of discipline as are members 


clarification 


of the bar. But it is very easy to see, I 
think, how no group of lawyers is go- 
ing to agree to a change in the regula- 
tions which is applicable to all “agents” 
—a term which includes persons of no 
qualification whatever. For example, a 
disbarred might immediately 
qualify as an agent. Anyone can set him- 
self up as an agent, without any profes- 
sional status whatever. It seems quite 
clear, regardless of the scope of activ- 
ity which might well be allowed to cer- 
tified public accountants, that lawyers 
must be vigilant in the public interest 
to see that completely unqualified per- 
sons are not given what amounts to a 
federal license to carry on substantial 
legal activities in the federal tax area. 
The problem is complicated by the 
fact that there are many public ac- 
countants who are well qualified and 
who have high standing. It is difficult 
to see, however, how this problem can 


lawyer 


be effectively handled except in terms 
of groups with prescribed qualifications. 
It may be that the whole accounting 
area is too much in a stage of growth 
and development, and that the certified 
public accountants would be well ad- 
vised not to seek to clarify their posi- 
tion until they have been able to take 
over the whole field, imposing their 
standards on all persons who seek to 
practice accounting. If that should ever 
come about, then it might be possible 
to deal with the certified public ac- 
countants more realistically than at 
present. 


Some unrecognized problems 


There are a number of problems in 
the area to which little attention has 
been given and which I have by no 
means been able to think through. I am 


going to try to suggest or outline some 
of these problems, but with no thought 
that I am saying the last word about 
them, or even that what I have to say 
may be very sound. Some of the matters 
may be somewhat controversial, and I 
want to make it plain that I would 
surely welcome discussion and further 
consideration of them by any persons 
who are interested. 

At the outset, I will mention a prob- 
lem that has puzzled me considerably. 
The accountant has many functions. 
One of them is to set up systems of ac- 
counts. Another is to carry out audits. 
In the latter capacity, the accountant 
is usually referred to as the “independ- 
ent accountant.” He puts his certificate 
on the company’s balance-sheets and 
published reports, and investors and 
bankers, and the Securities and Ex- 
change Commission and the stock ex- 
change, and others, rely heavily on the 
accountant’s independent judgment. In 
performing this function, the account- 
ant acts in a very real sense judicially. 
He must decide questions, and he must 
be wholly free to decide questions, 
against his client’s interest if his investi- 
gation and judgment lead him to that 
conclusion. 

My question is this, and it bothers 
me: Can this independent quasi-judi- 
cial function be properly performed by 
a person who also undertakes to act as 
advocate for the client? Suppose the 
accountant comes to the client and 
says: “I think I can get larger deprecia- 
tion allowances for you.” What then 
does he put into the company’s pub- 
lished accounts to which he adds his 
signature? Does he put there what he 
thinks to be a sound depreciation allow- 
ance or what he thinks he can get the 
Treasury to allow? Many questions of 
this sort could be asked. The account- 
ants have an important function in being 
independent examiners, and they have 
a long and honorable history in that 
work. Is this function really consistent 
with their acting as advocates for their 
clients before the Treasury? Perhaps 
they are able to rationalize this diffi- 
culty, but it seems to me that there is 
a problem here which requires some 
careful thinking. 

Now let us look at other problems. 


The making of returns 

There are a great many different 
sorts of activity in the tax field. There 
is, first, the making out of simple re- 
turns, including most of the returns 
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for individuals. Accountants have long 
done much of this work. For the most 
part lawyers do not want to do it. It 
involves the application of 

and regulations, and court 
decisions, yet I would suppose that 
nearly everyone would agree that it is 
appropriate for accountants to do this 
work. 


surely 


statutes, 


there is the matter of cor- 
porate returns. Here there is much that 
only the accountant can do if the return 
is of any complexity. Taking the figures 
from the books, prescribing and keep- 
ing inventories, and so on, are clearly 
work for the accountant. A substantial 
corporate return, however, will almost 


Then 


always have involved in it some novel 
or difficult questions of law. It is a fact, 
| believe, that many such tax returns 
made out by accountants. 
Sometimes this is done in coéperation 


are now 


with lawyers, or sometimes the return 
is reviewed by lawyers, but often there 
is no lawyer in the picture at all at this 
stage. Although there may be some 
question here in some cases, I believe 
it is, as a practical matter, pretty well 
ccepted that accountants may make 
out such corporate tax returns without 
the intervention of a lawyer except as 
the accountant or the client thinks it 
desirable to bring a lawyer in. 


Treasury representation 
Beyond this, though, the problem 


¢ 


gets more difficult. The next stage in- 


volves representation of the client be- 
fore the 
some question is raised about the re- 


Treasury Department when 
turn. Of course the question may be 
one of accounting only, or one that is 
essentially accounting. It is widely 
known that much of this representation 
has been done by accountants for a 
great many years, with a lawyer called 

when the accountant or the 
thinks that to be desirable. It 


would be my own view that this system 


in only 


client 


has in fact worked well. The accountant 
has kept the books and prepared the 
return. On many questions, he is the 
person who can handle the matter most 
simply, and often most effectively. As 
has been pointed out, the Treasury per- 
sonnel who deal with these problems in 
the initial stages are not lawyers, and 
they often get their backs up if a lawyer 


l'o make room for Dean Griswold’s | 
address we are holding J. Adrian | 
Rosenberg’s discussion of lawyers’ 

fees until next month. 


comes into the picture. I have known 
of lawyers who, though giving advice, 
have had the corporation’s treasurer 
carry on the negotiations with the 
revenue agent, because of a feeling on 
the lawyer’s part that the treasurer can 
often get a better adjustment on routine 
matters like repairs and bad-debt re- 
serves, than the lawyer can. 


Many lawyers not qualified 


At this point, it is well to point out 
an important fact, which we lawyers 
should not forget in our consideration 
of this problem. That is the clear and 
undeniable fact that many lawyers are 
not qualified to practice tax law. Some 
of them know that, and some do not. 
But the mere fact that a man has been 
admitted to the bar does not mean that 
he is competent to handle or to advise 
on a tax matter. This, I think, is one of 
the points that irritates the accountants 
most. We tend to say that only lawyers 
can practice law, and that this applies 
fully to tax law, making no distinctions 
among lawyers. Yet accountants know, 
and we lawyers know, too, that most 
accountants are much better qualified 
to handle the ordinary tax matter than 
are most lawyers. In many communities, 
the local lawyer habitually and willingly 
turns over all of the tax matters to the 
local accountant. Indeed, the lawyer 
often has his own tax returns made out 
by the accountant. When a client comes 
in with a tax matter, many general prac- 
titioners simply throw up their hands 
and say, “Oh, you must take that to 
your accountant.” The accountant is 
qualified to handle most of such tax 
questions which come to him. For the 
organized lawyers now to say that this 
is all improper, and that only a lawyer 
can handle what many lawyers are 
not competent to handle, matters which 
the accountant knows are _ habitually 
handled by the accountant with satis- 
faction to the client and to the local 
lawyer who has referred the matter to 
the accountant—this is understandably 
aggravating to the accountants. More- 
over, it does not make sense as far as 
lawyers are concerned; and lawyers 
who are working on this problem must 
be careful not to overlook the fact that 
many, if not most, accountants are bet- 
ter qualified to handle many tax ques- 
tions than a very considerable propor- 
tion of the members of the bar are. If 
this is actually the fact, lawyers must 
be extremely careful in this area, and 
must not officially take positions which 
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are simply not realistic in terms of the 
work as it is actually being done in 
many communities. 


Tax planning 


There is another problem, however, 
which presents more serious difficulties. 
This is the matter of tax planning. This 
includes such things as corporate adjust- 
ments and reorganizations, family part- 
nerships and trusts, and other aspects of 
estate planning, pension plans, deferred 
compensation plans, and so on. I sus- 
pect that a very large amount of this 
sort of work, including the drafting of 
often complicated instruments, has, in 
fact, been done over the past several 
years by accountants. I have grave 
doubts about the wisdom and propriety 
of this. 

It seems to me that the organized 
bar might well look into this aspect of 
the matter, and that it might well be 
able to work out a better case here, 
leading to a possible agreement with 
the American Institute of Accountants, 
than it can in the matter of practice 
which is actually before the Treasury 
Department. My own observation leads 
me to think that many accountants have 
been very active in this area, and that 
they often do not use the restraint in 
advising clients which is customary 
among members of the bar. I have no 
way of proving it, but I would venture 
the guess that three-fourths of the 
family partnership agreements were 
suggested and drafted by accountants, 
and often they did not work out very 
well for the clients. I think it likely, too, 
that many corporate adjustments of one 
sort or another have been suggested and 
carried out by accountants, and that 
many pension and profit-sharing plans 
have drafted by accountants. 
Perhaps the lawyers and the American 
Institute of Accountants should give 
further consideration to this aspect of 
the problem. 


been 


Position of large CPA firms 


Now I want to turn to some other 
questions. It may well be, it has seemed 
to me, that the basic issue in this field 
is not between the lawyers and the 
accountants, but is between the lawyers 
and the smaller firms of accountants on 
the one hand, and the great national 
accounting firms on the other. Although 
lawyers in this country have long prac- 
ticed in partnership, and some few of 
the partnerships are rather large, they 
are almost all local in their activities. 
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There are a few law firms which main- 
tain Washington offices, and there are a 
few law firms which have partners in 
two or three cities. But by and large a 
New York firm, no matter how large, 
does its work in New York, and a Chi- 
cago firm does its work in Chicago, or 
elsewhere in Illinois. It may have cor- 
respondents in other states, but it does 
not have a formal relationship with these 
correspondents. Law practice is over- 
whelmingly individual and_ personal. 
Many lawyers practice by themselves as 
in small partnerships. 
The large partnership is definitely the 
exception. 


individuals, or 


This is also true of a great many 
persons practicing in the accounting 
field. There are many persons practicing 
by themselves, or in small and local 
partnerships. However, among account- 
have another phenomenon, 
namely, the huge nation-wide or inter- 
national accounting firm, with offices 
both in this 
country and abroad. These are accoun- 


ants, we 


in a great many cities, 
ing factories far more extensive than 
any of the law firms which have been 
called law factories. Not only are they 
larger, but they are interstate and multi- 
state in their operations. These huge 
organizations develop techniques and 
mean that large 
amounts of large business gravitate to 


efficiencies which 
a relatively small number of firms, to 
an extent, I expect, far more than is 
true among large law offices. Although 
there is much competition among these 
several large accounting firms, it seems 
clear that as a group they skim a very 
large part of the cream from the avail- 
able accounting work. When these or- 
ganizations then go on and handle large 


and complicated tax problems, the ques- - 


tions presented may well be different 
from those which arise with the indi- 
vidual or small accounting practitioner. 
The accounting factories develop a con- 
fidence in their own ability which makes 
them, I would guess, much less likely 
to call a lawyer into matters where a 
lawyer probably ought to be called in 
than is the case with the smaller ac- 
counting practitioner. 


Law departments in CPA firms 

If these firms were just accountants, 
that would be one thing. But some of 
these firms, I am told, have law depart- 
ments, where legal advice is given. 
Sometimes these law departments do ex- 
tensive tax planning. When the account- 
ants working for this firm in Phoenix 
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encounter what they feel to be a tax 
problem, they may not call in a Phoenix 
lawyer, but rather send the whole mat- 
ter to their firm’s legal department, 
which may be in New York. Thus we 
have something developing which is 
pretty close to the corporate practice of 
law, and I think it is bad. It seems to 
me that both the American Bar Associa- 
tion and the American Institute of Ac- 
countants might well look into this 
problem. 

This leads to a closely related ques- 
tion which is, I know, a very touchy 
one. Again I want to say that I know 
that I may not have thought of all 
aspects of the question. All I am try- 
ing to do is to raise the question for 
consideration. I am not making charges 
of any sort against anyone; I am merely 
saying that here is something that seems 
to me worth careful consideration. 


Lawyers employed by CPAs 

What I have in mind is lawyers 
working for accounting firms. This 
divides into two aspects: There is, first, 
the accountant who practices as an ac- 
countant, but who is also a lawyer. 
There is, second (and this may be rare, 
but I am not sure that it does not exist) 
the lawyer who is hired as a lawyer by 
an accounting firm. My own present 
reaction is that the latter is an exceed- 
ingly doubtful practice. I have not been 
able to see myself why such employ- 
ment is not unethical. Why does it not 
amount to solicitation of law business 
by the lawyer involved? He does not 
get his own business. The business is 
obtained by the accounting firm, a lay 
organization, and is then referred to 
him. Moreover, the accounting firm 
charges the client, and the lawyer often 
receives a salary. Insofar as the lawyer 
is performing legal services, and is hired 
because he is a lawyer (and this may 
well be a proper description of the 
handling of much tax work) is not such 
an arrangement a clear violation of the 
canons of professional ethics? It seems 
to me that the American Bar Associa- 
tion and the American Institute of Ac- 
countants might well look into this 
situation, and might clarify the present 
canons, and make it clear and explicit 
that a lawyer cannot properly be em- 
ployed as a lawyer by an accounting 
firm. 

Of course, an accounting firm could 
hire a lawyer to advise it on its own 
legal problems. But that is not the situa- 
tion to which I refer. What I have in 


mind are lawyers who perform legal 
services for clients of the accounting 
firm. This seems to me to be clearly 
improper, no matter how much indirec- 
tion may be involved in doing it. This 
also applies to the legal departments 
of huge accounting firms, which render 
legal opinions, and make legal sugges- 
tions, and draft papers, for the account- 
ing firm’s various local offices. It may be 
denied that this is done, or that such 
legal departments exist. No doubt they 
are not usually called that. I think the 
whole matter may bear very careful 
looking into, and the American Institute 
of Accountants should be as much con- 
cerned to look into it as the American 
Bar Association. 


The lawyer who is also a CPA 


Now let me return to the matter of 
the accountant who is also a lawyer. 
Here again, it seems to me, there may 
be a real problem, though perhaps not 
so clear and difficult a problem as the 
one to which I have referred. If a 
lawyer holds himself out as an account- 
ant, too, is he in effect soliciting law 
business? Is he acting improperly if, 
when a clear legal question arises in his 
accounting practice, he renders a legal 
opinion, or takes the case into court, or 
drafts legal documents? I am not sure 
about this, but I think it is a very doubt- 
ful practice. I heard a while ago about 
a lawyer who was also an accountant 
and a partner in an accounting firm. He 
said that there was nothing wrong 
with what he did, because whenever 
he rendered a legal opinion, he always 
put it on a separate letterhead! I suspect 
that there may be a good deal of this 
sort of thing going on. It seems to me 
that here again it may well be worth 
looking into this problem, and clarifying 
the applicable rules and standards, pref- 
erably by action by both the American 
Institute of Accountants and the Amer- 
ican Bar Association. 


Either or both 


One suggestion occurs to me, which 
may or may not be practical. It is an 
analogy to a practice in the state of 
New South Wales, where they have 
both branches of the legal profession, 
the barristers and the solicitors. A per- 
son cannot be both at once, but there 
is considerable freedom in transferring 
from one branch of the profession to 
the other. If a solicitor wants to become 
a barrister, he has himself stricken from 
the roll of solicitors when he is ad- 
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mitted to the bar, and then he cannot 
practice as a solicitor. If, however, he 
does not find being a barrister to his 
liking, he can resign from the bar, and 
have his name restored to the list of 
solicitors. What is clear is that he can- 
not do both things at once. 

[ wonder if something along the same 
line would not be useful here. It seems 
to me fairly clear, though there is 
certainly room for discussion, that a 
man should not practice both as an 
accountant and as a lawyer at the same 
time. Could we not work out a system 
under which an accountant-lawyer who 
wanted to practice as an accountant 
could have his membership in the bar 
suspended? While it was suspended, he 
would not be a lawyer, and could not 
properly practice as a lawyer. On the 
other hand, if he preferred to be a 
lawyer, he could have his status as an 
accountant suspended. If his choice did 
not work out, he would be free to 
change from one to another, after a 
proper interval. 


A clear separation 

What is needed in this area, it seems 
to me, is a fairly complete separation 
between accountants and lawyers. An 
accounting firm should practice account- 
ing, and by this I mean to include sub- 
stantial activity in the tax field, but 
done as an accountant does it, by a 
person who holds himself out only as 
an accountant. An accounting firm 
should not employ lawyers, and should 
not be in a position to represent directly 
or indirectly that it is able to provide 
legal opinions or to give the services of 
Similarly, firms 
should not render the services of ac- 
countants, though I do not believe that 


they do now. 


a lawyer. lawyers’ 


If accounting firms really restricted 
their activities to accounting services, 
and were clearly debarred from the use 
of lawyers as employes or partners, then 
the public could choose the type of 
service it wants in a more clear-cut way 
than is apparently the case at present. 
In a former speech on this subject, I 
included a sentence to the effect that 
the matter between lawyers and _ ac- 
countants might well be left to the 
ordinary channels of competition; that 
is, that the clients might well be left 
to choose whether they wished to be 
served by an accountant or by a lawyer. 
In making that suggestion, however, 
I definitely had in mind that the choice 
should be between accounting services 


and lawyer’s services, with no hybrid 
services to be offered, directly or in- 
directly, by the accounting firm. 

Whether these observations add up 
to anything or not, I do not know. Some 
of the points made seem to me to be 
worth further consideration and perhaps 
investigation. Perhaps a resolution of 
some of these collateral questions might 
go .far toward a solution of the basic 
problems which have been troubling the 
accountants and the lawyers over the 
past several years. 


Let’s let well enough alone 


It is a great mistake, I think, to blow 
this question up to too great importance. 
In my experience, lawyers and account- 
ants have got along very well together, 
each performing a specialized service of 
complexity and importance to his 
clients. In the tax work I see being 
done, I know of very little friction 
between lawyers and accountants. If 
people would cease being excited, my 
guess is that the situation would move 
along with considerable satisfaction to 
the clients, and with little difficulty for 
the two professions, for a long time. 

It is my own conviction that it would 
be very wise if the American Institute 
of Accountants would relax and call off 
its activities, and let things go along for 
a while without much concern on its 
part. The Institute should always be 
free to bring to the attention of the bar 
association any situation where it really 
feels that its members are being improp- 
erly restricted, and the bar association 
should be prepared to act promptly 
and generously whenever any such 
situation is actually presented. This is 
a great country, and I get the impres- 
sion that accountants, with very few 
exceptions, are doing what they want 
to do without harrassment. This is an 
area where it is extremely difficult to 
lay down explicit rules. Wouldn’t we 
all be better off if we would just let 
well enough alone? 


Lawyer must practice to 
get expense deduction 


A LAWYER working for the government 
as a civil servant can’t deduct the cost 
of his former office. So says the Tax 
Court (Owen, 23 TC No. 46). Henry 
G. Owen who gave up active practice to 
accept a position in the Department of 
Justice, but still maintained his former 
office, could not take a deduction for the 
expenses of maintaining the office. The 
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expenses were not attributable to a 
trade or business carried on by him 
during the year. They were rather in 
the nature of goodwill expenditures. 
Since the position which the attorney 
held for about nine and a half years 
was considered temporary by him, he 
wanted to maintain office contacts for 
his future practice. The court felt that 
the expenses incurred were analogous 
to those incurred in preparation for 
engaging in a trade or business. Such 
expenses are not deductible as business 
expenses (Frank, 20 TC 511). Here, 
said the court, the expenses were in- 
curred in preparation for the resump- 
tion of his business. 

The taxpayer had also elected to 
take a standard deduction. Since the 
election was then irrevocable he was 
not permitted a deduction for a Bar 
Board license (only $10) as an ordi- 
nary and necessary expense in addition 
to the standard deduction. 

The decision seems quite harsh. Per- 
haps the Court of Appeals will see the 
issue differently. One of the expendi- 
tures was an item of rent. If the tax- 
payer was liable under a lease extend- 
ing beyond the year this expenditure 
at least was proximately related to his 
business and so deductible. ss 


Senate has bill 
regulating tax practice 


N RESPONSE to the growing belief that 

a controversy over tax practice must 
be resolved by either legislation or the 
United States Supreme Court, Senator 
Kansas, has introduced 
S 2436, which will permit the Treasury 
Department to prescribe rules of prac- 
tice, qualifications of practitioners, 
standards of ethical conduct and similar 
matters which are now in dispute. It 
also includes the phrase, which has been 
supported by organiza- 
tions, that “no person shall be denied 
the right to engage in tax practice solely 
because he is not a member of any par- 
ticular profession or calling.” The point 
of this, of course, is to prevent rules of 
practice being which would 
deny a right to practice to Certified 
Public Accountants because they were 
not lawyers. 

This is the third recent bill intro- 
duced dealing with this subject, previ- 
ous ones having been introduced by 
Representative Reed (HR 1601) and 
Representative Dingell (HR 5206). * 
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Disadvantages in conforming taxable 


income to good accounting concepts 


by DELMER P. HYLTON 


Much effort has gone into an attempt to change income-tax rules so that taxable 


income will be computed in the same manner as income for accounting, financial, 


and management purposes. This author warns that this may not be desirable, that 


such a result would vastly lessen the value of accountants’ services 


LTHOUGH a basic difference exists be- 
A tween the concepts of taxable in- 
come and financial income, a concerted 
effort is under way to narrow, if not to 
eliminate, the difference between these 
computations. Efforts to accomplish this 
goal are not new, but perhaps they are 
diligently now 
than ever before. However, the fact re- 


being pursued more 
mains that taxable income is computed 
for the purpose of determining an im- 
mediate cash payment and that financial 
income is an attempt to judge the pres- 
ent, and to a limited extent, the future 
earning power of the business. 


Many ways to determine income 

It is generally recognized that the 
measurement of income is a primary 
function of accounting. Perhaps not so 
well recognized is the fact that income 
may be defined and measured in differ- 
ent ways. The cash basis, in which in- 
come and expense are directly related 
to the flow of cash, is generally con- 
sidered unsatisfactory as a means of 
measuring financial income. Yet, since 
the purpose in measuring taxable in- 
come is to determine the ability to pay 
in cash, the cash basis may have much 
merit as a basis for this computation. 
Conversely, the accrual basis may be 
entirely unsatisfactory as a method of 
determining the. immediate ability to 
pay. More than one firm which has cor- 
rectly reported large financial income 
also has had to borrow in order to pay 
its income tax. Were the two income 


amounts the same (taxable income 
computed on financial basis), it is likely 
that even more difficulty of this nature 
could occur. The point is that neither 
the amount of financial income nor the 
total shown as retained earnings has 
any connotation of immediately avail- 
able cash for distribution, whether to 
stockholders, government, or creditors. 

Since such a difference does exist be- 
tween the purposes of financial and 
taxable income computations, why are 
sO many concerned with forcing the 
concepts into a common mold? Un- 
doubtedly, convenience and economy is 
one motive movement. 
Obviously it is more time-consuming 
and more costly to compute two income 
figures rather than one. This is true from 
the point of view of the tax collector as 
well as the taxpayer. A lack of a clear 
understanding of the various possibili- 
ties in measuring income conceals the 
disadvantages of the one-concept idea. 
Few, if any, accountants are among our 
legislators, and it is doubtful that 
legislators clearly comprehend the dif- 
ferent purposes and definitions of in- 
come. 


behind _ this 


Effect of quarrel over tax practice 
Another reason for this renewed vigor 
may be the current conflict between 
lawyers and accountants over income- 
tax practice. It appears that some ac- 
countants feel that if taxable income 
can be made synonymous with financial 
income, the battle will be won. It is 


inconceivable that accountants will 
abandon accounting principles and 
practice to the changing and sometimes 
uninformed conclusions of the law- 
makers. Something not far from chaos 
would be the result of such a course, 
and financial statements would become 
meaningless except for purposes of re- 
porting taxable income. Yet, it seems 
likely that this is the only possibility 
of closing the gap between the two 
concepts. Congress is continually sub- 
jected to pressures which result in ir- 
rational legislation. The tax laws are 
used for political purposes and as a 
means of achieving certain economic 
and social goals. There is no indication 
that this state of affairs can or will be 
changed. Thus, where are we to head 
if we are to unite taxable and financial 
income? 

As an example, consider the present 
provision for depletion charges. Surely 
the method defies justification from an 
objective, rational standpoint, and 
therefore one would not use it if his 
purpose were to measure financial in- 
come. Merits of the method for taxable 
income purposes are not germane here, 
but the divergence from sound account- 
ing is. Such provisions in the tax laws, 
and they are many, will have to be 
altered to conform to rational account- 
ing principles if the two concepts are 
to be merged without emasculating the 
measurement of financial income. 


Success doesn’t seem likely 

Recent experience indicates that at- 
tempts to make the tax laws conform 
to sound accounting principles are not 
likely to succeed. Congress has just 
retroactively repealed Sections 452 and 
462, provisions recently placed in the 
tax laws for the specific purpose of 
narrowing the breach between good 
financial income-tax 
accounting. No arguments were heard 
against the accurate measurement of 
income by these provisions, for they 
were eminently sound from a financial 
standpoint; they were stricken from the 
tax laws entirely on the grounds that 
they caused an undesirable decrease in 
taxable income and therefore in govern- 
mental revenues. There is little reason 
to believe that this is an isolated occur- 
rence, for the fact remains that Con- 
gress has little or no interest in the 
accurate measurement of income from 
the financial point of view. 

There also seems to be grave doubt 
concerning the ability (or inclination) 


accounting and 
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of the accounting proféssion to resist 
for financial statement purposes certain 
edicts of our lawmakers, even though 
these laws do harm to good accounting 
practice. For instance, the income-tax 
method prescribed for handling install- 
ment sales appears to be generally ac- 
cepted by the accounting profession 
even though it is almost impossible to 
justify when one is otherwise using the 
accrual method of accounting. Experi- 
ence with Liro gives rise to more seri- 
ous doubts. Here, the provision written 
into the law which required a company 
to use Liro for reporting purposes on 
its financial statements was intended to 
restrict the use of the method. Instead, 
we find that it led to the indiscriminate 
adoption of a method which at best is 
highly controversial. This occurred be- 
cause the accounting profession either 
could not or would not resist the intru- 
sion of questionable law into the body 
of accounting knowledge. Such reluct- 
ance was apparent even before the in- 
flationary period which gave Liro ad- 
vocates further points for rationalizing 


their method. 


Effect on accounting profession 

Considering these and other numer- 
ous examples not cited, it is unlikely 
that taxable income will ever be com- 
puted on the rational basis for measur- 
ing financial income, and in fact it 
may be unwise to do so. It follows that 
if the two concepts are to be united, 
financial income measurement will have 
to be placed on the same basis as tax- 
able income, a highly unsatisfactory 
state of affairs. Accountants who pro- 
pose making taxable and financial in- 
come equal may in effect be arguing 
for the dissolution of their profession, 
for if each and every point is covered 
by a highly variable law, where is the 
room for professional judgment and 
initiative? 

If separate computations for taxable 
and financial income are recognized, 
will accountants automatically be ex- 
cluded from determining taxable in- 
come? History to date indicates other- 
wise, although it is true that certain 
elements within the legal profession cer- 
tainly do look as though they are trying 
to secure a monopoly for themselves of 
the fees for tax work. Even though the 
methods and procedures be specified 
in the law, measurement of income for 
tax purposes is and will remain pri- 
marily an accounting concept. That 
some methods prescribed for tax pur- 


poses differ from those used for finan- 
cial reports by no means rules out the 
accountant as the logical person to 
make the computation. As a matter of 
fact, it is much easier for an account- 
ant to read and understand law which 
applies to measurement of income than 
it is for a lawyer to read and under- 
stand the law concerning areas in which 
he has little or no training. Efforts re- 
sisting the attempt of the legal profes- 
sion to force itself into areas in which 
it is not qualified are both necessary 
and desirable. 

The insistence that the measurement 
of taxable income shall agree with the 
measurement of financial income is 
fraught with danger to the accounting 
profession. Once accounting principles 
and practices are abandoned to an ac- 
counting-ignorant _ legislature, profes- 
sional status of the accountant will de- 
cline, if not disappear. We might even 
find accountants waiting for the adjourn- 
ment of Congress before recording 
transactions, for the Congress may de- 
cree a new and different version of ac- 
counting practice from that which 
existed last year. No doubt this is carry- 
ing the point to “reductio ad absur- 
dum,” but any wedding of accounting 
principles with legislative action must 
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have a similar effect. Attempts to con- 
vert taxable income to the financial 
income amount are probably doomed, 
but if this can be accomplished in cer- 
tain areas without affecting the de- 
mands on taxable income adversely, 
such changes are to be encouraged. 
Failure to convert taxable income 
should not result, however, in an illogi- 
cal change in accepted 
principles. 

It appears desirable that the differ- 
ence between the concepts of taxable 
and financial income be frankly recog- 
nized. The computations are not made 
for identical purposes and_ therefore 
there is no compelling reason why they 
should be made in the same manner. 
In fact, quite the opposite seems to be 
true. The accounting profession will 
do well to accept this fact and to resist 
infiltration of methods and practices 
desirable only for computation of tax- 
able income into the determination of 
the reported financial income of a busi- 
ness enterprise. * 


accounting 


[Mr. Hylton is professor of accounting 
at the School of Business Administra- 
tion, Wake Forest College. He isa CPA 
and a member of the American Institute 
of Accountants. ] 


How to obtain deductions for casualty 


losses, such as from hurricanes & floods 


by CHARLES S. LOWRIMORE, Sr. 


Getting tax deductions for casualty losses depends almost entirely on proving 


extent of loss, which means proving what was it worth before and after the 
disaster. This article outlines briefly the kind of facts experience proves to be 
necessary, and the rules of the IRS which apply 


- OSSES ARISING from casualties, with 
respect to individuals, were allow- 
able as a deduction from gross income 
under 1939 Code section 23(e) and 
with respect to a corporation under sec- 
tion 23(f). The 1954 Code provides for 
deductions arising from casualties in 
section 165(c) (3), with respect to prop- 
erty not connected with a trade or busi- 
ness, owned by individuals. All losses 
to business or investment property of 
corporations, whether arising from casu- 
alty or from some other cause are de- 
ductible from gross income under 1954 


Code section 165 (a) and (c). New 
regulations have not been issued by the 
Internal Revenue Service, with respect 
to 1954 Code section 165; it is there- 
fore necessary that you follow Regula- 
tions 118; 39.23(e) in so far as they 
are not inconsistent with the 1954 Code. 
Regulations, 118; 39.23(e)-1(B) pro- 
vide as follows: 

“In general losses for which an 
amount may be deducted from gross in- 
come must be evidenced by closed and 
completed transactions, fixed by identifi- 
able events, bona fide and actually sus- 
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tained during the taxable period for 
which allowed. Substance and not mere 
form will govern in determining deducti- 
ble losses. Full consideration must be 
given to any salvage value and to any 
insurance or other compensation re- 
ceived in determining the amount of 
losses actually sustained.” 

The event to be identified is the hurri- 
cane, freeze, flood or other casualty, 
which can be definitely identified by 
dates. The completed transaction, in 
the case of this type of casualty, refers 
to the identifiable event and your ability 
to determine the bona fide and actual 
damage attributable to the event. “Sub- 
stance and not mere form” requires that 
there be detailed records to support the 
claimed loss. In determining the net de- 
ductible loss salvage value and insurance 
recoverable must be taken into account. 
It is not required that property be 
completely destroyed, but a partial loss 
of property is deductible. Property in- 
cludes business and non-business as- 
sets, personal residence, furniture fix- 
tures, clothing, food, trees, shrubbery 
and all other types and classes of per- 
sonal property. 


Basic rules to follow 

Non-business property—In the case of 
the allowable 
loss is the actual loss, measured by the 
value before the casualty and the value 
after the casualty, provided, however, 


non-business property 


that such loss of value does not exceed 
the actual cost or adjusted basis of the 
property. For example: Your personal 
residence is damaged by hurricane or 
by flood. The appraised value before 
$40,000 
praised after the storm was 
$30,000. The measure of the damage, 
loss in value, is $10,000. The property 
cost $20,000, therefore the entire 
amount of the $10,000 loss is an allow- 
‘ able deduction. But on the other hand, 
if the property had had a cost or ad- 
justed basis at the date of the casualty 
of less $10,000, then the loss 
would be reduced to that cost or ad- 
justed basis, leaving a zero basis for 
such property after the deduction. 
Business property—In_ the 
business property the loss is determined 


the storm was and the ap- 


value 


than 


case ol 


by application of two computations. 
First compute the loss as a percentage 
of value of the entire property. The 
percentage you have arrived at is then 
applied to the adjusted basis of the prop- 
erty destroyed. The result is your allow- 
able loss. For example: the business 
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property damaged has an appraised 
value before the storm. of $50,000 and 
after the storm an appraised value of 
$20,000. The cost less depreciation, or 
adjusted basis, shows $30,000. The loss 
in value of $30,000 is 60% of the value 
before the storm. The 60% is then ap- 
plied to the adjusted basis of $30,000, 
and the loss is limited to the amount of 
$18,000. The new basis of the prop- 
erty is $12,000 after taking the loss. 

The loss in either case must be re- 
duced by any compensation received as 
result of the casualty, or any insurance 
proceeds received as a result of the 
casualty. 

The basis of property is the cost, 
which includes the cash paid plus the 
amount of a purchase money mortgage, 
or a mortgage to which the property 
was subject at the time of purchase. It 
has been pointed out that the type of 
mortgage on the property does not 
change or alter the over-all cost. How- 
ever, the type of mortgage may make a 
difference in the amount of allowable 
loss to which you are entitled. 

If you are not personally liable on the 
mortgage against the property you have 
acquired, the allowable casualty loss 
will be reduced by the amount of the 
mortgage. For example: you have paid 
$30,000 for a residence, by paying in 


cash of $10,000 with a mortgage 
against the property, which you have 
not assumed, of $20,000. The prop- 


erty is totally destroyed. There is a loss 
of $30,000; however, your loss would 
only be $10,000, the amount you have 
paid in cash. The remaining $20,000 
is a loss to the mortgage holder, which 
was wiped out, so far as you are con- 
cerned, by the casualty. 


Proof of the loss 


It is required that the cost or basis 
of the property be a matter of record. 
This is for the purpose of limiting the 
allowable loss to the cost or adjusted 
basis. Appraisals of the damaged prop- 
erty should be made by competent ap- 
praisers as to the value of the prop- 
erty immediately before the event (if 
possible) and immediately after the 
event. The appraisal may be made by 
the local real estate board, or local real 
estate familiar with 
values of the particular type of prop- 
erty, or if the values and loss justifies 
the expense, the appraisal may be made 
by professional appraisers or engineers. 
If the damaged property is personal 
property, such as automobiles, furni- 


dealers who are 


ture, machinery, etc., it is essential that 
complete inventories be made of the 
property damaged or lost. Valuations 
of this personal property should be 
made by appraisers who are competent, 
reliable and with specific knowledge of 
the value of the property appraised. 

The appraisal is the most important 
of all documentary evidence, and it 
should be made with great care, de- 
tailed and complete. If buildings are 
destroyed, the size, type of construc- 
tion, and other details supporting values 
should be shown. With respect to im- 
provements to the land, such as land- 
scaping, trees, and shrubbery, the cost 
of landscaping should be shown with 
replacement values, .the trees and 
shrubs should be listed, and identified 
by name, to species, variety, 
whether common or rare, age, size and 
if replaceable the cost of replacement. 
If personal property is damaged or a 
total loss, a complete inventory should 
be made with realistic descriptions. In 
addition to the appraisal, it is well to 
have a memorandum with all pertinent 
facts, data and information, as evidence 
with respect to the devastated area, the 
nature and over-all seriousness of the 
disaster. 

Pictures of the damaged property 
may prove invaluable in your proof of 
the loss claimed. Take sufficient pic- 
tures to show the actual damage and 
from as many angles as may be required 
to support the loss claim. Identify the 
pictures by indexing and descriptions, 
with a tie in with the amounts shown 
on the detailed statement of the loss. 
Pictures are of special value in deter- 
mining the extent of damage and the 
amount of loss with respect to land- 
scaping, lawns, trees and shrubbery. 

For purposes of determining the ac- 
tual loss, which may be a deductible 
loss, it is the over-all value of the en- 
tire property which is considered. When 
trees and shrubbery are destroyed on 
residential property, they are a part of 


show 


the whole and there is a recognized 
partial loss to the entire property, with 
no separate basis for the damaged or 
destroyed trees or shrubbery. Therefore, 
the purpose of identifying and listing 
trees, shrubs, etc., and in making pic- 
tures is to support the amount of the 
loss in value to the property as a whole. 


Inform your clients 

A real service to your clients would 
be to send to each of them who you 
know has suffered a casualty loss a 








ice 
the 
the 


of 
iC- 
ind 
red 
the 
ns, 
wn 


SS. 


the 
nd- 


ble 
en- 
en 
on 
of 
zed 
vith 
or 
re, 
ing 
Dic- 
the 


ole. 


uld 
you 


> & 


memorandum explaining the need for 
and the detailed information required 
to support a casualty loss. This should 
be done immediately after the casualty 
occurs, 


Tax relief in the current year 

The casualty losses suffered in 1955 
from Hurricanes “Connie” and “Diane” 
and the floods in the New England 
states may result in overpayment of 
income taxes by some taxpayers. Esti- 
mates should be made, and it may be 
possible that amended forms 1040ES 


would eliminate the need for making 
the 4th or final payment as shown by 
the original estimated tax for 1955. 
However, if the tax liability is less than 
the amounts already paid during the 
year 1955, the refund can be claimed on 
the return when filed in 1956. To obtain 
the benefit of the refund at the earliest 
possible date taxpayers should file re- 
turns as early as possible in 1956. ~*~ 


[For additional comment on obtaining 
deductions for casualty losses, see JT AX, 
November, 1954, page 20. Ed.] 


Installment sales method is 


easier to use under 1954 Code 


\ HETHER YOU REPORT a profit from 
your sale of real estate on the 
installment method or the deferred pay- 
ment method, you should be aware of 
the differing tax consequences of each 
type of transaction, say Paul Haber and 
Bernard Kotkin in their new book* Tax 
Opportunities in Real Estate. 

The installment method of reporting 
is available whether the property trans- 
ferred is “dealer” property, or property 
held for investment, or other non-dealer 
property, they point out. The sale may 
be reported on the installment method 
only if during the taxable year of sale 
the aggregate amount of payments re- 
ceived by the seller on account of prin- 
cipal does not exceed 30% of the sell- 
ing price. Prior to the 1954 Code, it was 
required that there be at least a token 
payment during the taxable year of sale 
to qualify the sale for the installment 
method, but this is no longer necessary. 
Now it is only necessary to meet the 
30% test in order to qualify the sale for 
the installment method. The entire pur- 
chase price can be paid in installments 
commencing after the year of sale. 

When a profit is to be reported on 
the installment method, the tax on the 
profit is spread over the entire period 
during which the installment payments 
are received. Each installment payment, 
as received, includes a proportionate 
part of the profit to be realized upon 
the completion of all payments. 


Computing the taxable portion 
To compute the taxable portion of 


®° Tax Publishers, Bankers Building, Los Angeles, 
14, Calif. 


each installment, Kotkin and Haber use 
the following illustration: 

In 1950 X bought a parcel of real 
estate for $150,000, paying $50,000 
cash and assuming a pre-existing mort- 
gage for $100,000. In 1952, when his 
adjusted basis was $130,000 and the 
pre-existing mortgage was reduced to 
$90,000, X sold the, property for 
$200,000, which was to be paid with 
$40,000 in cash, $70,000 in purchase- 
money mortgage, and the purchaser to 
assume the $90,000 pre-existing mort- 
gage. Thus, the gross selling price is 
$200,000. Subtracting commissions, 
etc., of $12,000, the net selling price 
would be $188,000. During the taxable 
year of sale, X received one installment 
payment of $5,000, making the total 
amount of “initial payments” $45,000 
($40,000 down-payment plus $5,000 in- 
stallment payment). Since $45,000 is 
less than 30% of the gross selling price 
($200,000), X may and does elect to 
use the installment method of reporting 
the profit. 

The realized profit is $58,000 (net 
selling price $188,000, less adjusted 
basis $130,000) ; the total contract price 
is $110,000 (down payment $40,000 
plus purchase-money mortgage $70,- 
000). 

The taxable portion of the initial 
payments received by X is $23,727.27. 
computed as follows: $58,000 (profit) 
divided by $110,000 (total contract 
price), multiplied by $45,000 (initial 
payments), equals $23,727.27. 

This formula is used to compute the 
taxable portion of all payments received 
during subsequent taxable periods. 
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If an installment obligation is sold 
for less than face amount, the taxable 
portion of the gain on the sale is com- 
puted in a special way. For example, if 
a $10,000 installment obligation is sold 
for $9,800, the taxable portion of the 
gain would be $5,072.73, which figure 
is arrived at by subtracting the profit 
which would have been realized if the 
obligation were paid in full ($5,272.73) 
from the face amount of the installment 
obligation ($10,000), and then subtract- 
ing the result ($4,727.27) from the 
proceeds from the sale of the $10,000 
obligation ($9,800). 

Installment obligations do not take 
on a new basis on the death of the 
holder of the obligation, as is the case 
with other property which he leaves at 
death. Prior to the 1954 Code, the 
estate was required to file a bond to 
guarantee the tax on the gain to be 
realized on future collections, but under 
the new law this is no longer necessary. 


Deferred-payment sale 


When a sale does not qualify as an 
installment sale, (or the purchaser does 
not elect to avail himself of the option), 
the transaction may be reported by the 
deferred payment method. Under this 
method, the year in which the profit on 
the sale is to be reported will depend 
on the character of the buyer’s obliga- 
tion. If the obligation is evidenced by 
negotiable notes adequately secured, 
such instruments are usually treated as 
being worth their face amount, and in 
such a case, the entire profit should be 
reported in the year of sale, even 
though a substantial part of the pur- 
chase price is payable in the future. If 
the value of the notes is less than face 
amount, however, the government may 
accept a reasonable valuation made by 
the seller. This is most likely to occur 
when the notes are secured by junior 
encumbrances which reduce their mar- 
ket value. If the seller collects more 
than the value placed on them for the 
purpose of computing the profit in the 
year of sale, however, the excess will be 
held to be taxable as ordinary income. 

If the fair market value of the buyer’s 
obligations cannot be ascertained on any 
reasonable basis, the seller need not 
report a profit until he first recovers his 
adjusted basis for the property. Any 
money received in excess of the cost so 
recovered is taxable as a capital gain or 
ordinary income, according to the 
character of the property sold. The 
Treasury Regulations state that “only in 
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rare and extraordinary cases will a 
obligation be  con- 
ascertainable 
value.” An example of a case in which 
the seller could probably support a con- 
tention that the obligation for the pur- 
chase price had no fair market value, 
would be a sale for a price which is 
contingent upon production or upon in- 


purchase-money 


sidered not to have an 


come from the transferred property. 


PLI publishes new study 

on capital gains 

THE has 
just released the second monograph 


(Capital Gains and Losses, by Bertram 
Harnett) in its new 


PRACTISING LAW INSTITUTE 


series on Funda- 
mentals of Federal Taxation. These are 
bringing this well-known series up-to- 
date with respect to the 1954 Code. 

Mr. Harnett’s 72-page study begins 
at the ground and works up, covering 
both the broad elementary character 
of the capital gains tax as well as the 
specific rules applicable to many dif- 
ferent kinds of transactions. We under- 
stand this series is intended primarily 
for the younger men, but we don’t know 
why it isn’t the easiest possible way 
for the sophisticated tax man to refresh 
his mind on details. 

The author is with the New York 
City law firm of Roosevelt, Freidin & 
Littauer, an LL.B. from Columbia, and 
a frequent lecturer and writer on taxa- 
tion. 

Capital Gains and Losses is $2 per 
copy; subscription to the entire series 
of monographs, a total of 12, is $15. 
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Order from PLI, 20 Vesey Street, New 
York 7. w 


New help for small business 
in tax record-keeping 


Tue Necessity for keeping good, clear 
records both for general management 
and income tax return purposes is pre- 
sented to the small businessman by the 
Small Business Administration in its 
new bulletin How Good Records Aid 
Income Tax Reporting. It is pointed out 
that some businessmen have a natural 
aversion for recordkeeping, perhaps be- 
cause they have no aptitude or en- 
thusiasm for figures and bookkeeping 
systems. A few may shrink from ac- 
counts because they are afraid to face 
the grim realities of their financial posi- 
tion. But failure to keep adequate rec- 
ords is definitely not recommended for 
those business proprietors who want to 
remain on good terms with the IRS. 

While the writing in the bulletin and 
the points made would appear to be 
quite elementary to a professional prac- 
titioner, it might be quite helpful for 
client education. The pamphlet points 
up the necessity for records and pro- 
vides a basic outline of the complexi- 
ties involved. 

Copies of this, one of the Manage- 
ment Aids for Small Manufacturers, 
may be obtained free from field offices 
of either the Small Business Adminis- 
tration of the U.S. Department of Com- 
merce, or by writing to the Small Busi- 
ness Administration, Washington 25, 


D.C, 





Repayment of 1946 sales price is capital 
-loss in 1950. Taxpayer reported long 
term capital gain in 1946 when he and 
others sold all the common stock of a 


corporation. The sales agreement pro- 
vided that the taxpayer and other sellers 
would reduce the price if additional 
federal taxes were found due. In 1950 
taxpayer refunded part of the purchase 
price for this reason. The court holds 
the payment is an adjustment of the 
1946 transaction and a capital loss. 
Pierce, TCM 1955-241. 


Real estate speculator realized ordinary 
income. Taxpayer gave up his job as 
a real estate salesman so he could con- 
tinue to speculate in real estate, a prac- 


tice his employer forbade. The court 
finds his purpose in buying was always 
for resale not, as he claimed, for rents. 
The gain is ordinary income. Maginnis, 
TCM 1955-250. 


Lawyer's gain on real estate ordinary. 
In finding that taxpayer, a lawyer, held 
real estate he purchased at tax sales 
for sale not investment the court noted 
that “For Sale” signs were erected im- 
mediately on acquisition and that tax- 
payer's plans for improvements for rent 
were vague. Johnson, TCM 1955-247. 


Payment for option release a capital 
expenditure. The assets of a corporation 
were subject to another’s option to buy. 


The corporation paid for release from 
the option in order to be able to convey 
good and marketable title in a reorgani- 
zation proceedings. The payment is an 
additional cost of the tangible assets 
allocable among the various assets cov- 


Books accrual, returns hybrid; Com- 
missioner can require accrual returns. 
Taxpayer began business as a dealer in 
pianos in 1935. His wife kept books on 
the accrual basis for the business. Tax 
returns, however, were prepared with 
the aid of collector from the books 
on a hybrid basis—inventories but not 
accounts receivable or payable were 
used. In 1944 the taxpayer paid a de- 
ficiency computed on the accrual 
method though he objected. The court 
here upholds the Commissioner for 
1945 to 1949 in putting income on the 
accrual basis. The old method did not 
clearly reflect income; it was not in 
accord with the books. Mifflin, 24 TC 
No. 110. 


Contract to buy a capital asset; alleged 
oral agreement ignored in computing 
holding period. On January 31, 1945, 
taxpayer into written agree- 
ment for purchase of stock. He had on 
January 25th made a part payment. 
On June 25, 1945, the agreement was 
cancelled and the payments already 
made were returned to taxpayer with 
an additional amount. The Tax Court 
held the additional amount short-term 
capital gain, since taxpayer’s contract 
rights were held for less than 6 months 
(January 3l-June 25). Circuit Court 
affirmed: taxpayer’s position was that 
the holding period was over 6 months 
since the written agreement of January 


entered 


31 was merely a memo of a prior oral 
agreement. His payment prior to Janu- 
ary 31 was cited as proof. But the seller 
and his attorney testified that there was 
no final agreement until the writing; 
the court believed them in preference 
to taxpayer. Meldon, CA-3, 8/23/55. 


Capital gain on sale of service cars; 
ordinary income on demonstrators. Tax- 
payers were in the new and used Chev- 
rolet car business. They assigned cars 
to salesmen and key employers since 
they contended it was bad publicity 
to permit them to drive any car but a 
Chevrolet. They also assigned cars to 
2 local high schools for goodwill pur- 
poses as part of the school’s driver 
training program. When these cars were 
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operated from 5,000 to 13,000 miles 
for over 6 months, they were taken 
back, reconditioned, and sold at regular 
new car list prices. The court holds that 
whether a car is a demonstrator and 
held primarily for sale (no depreciation; 
ordinary income) or whether it is a 
service car used in the business (de- 
preciable; capital gain on sale) is a 
question of fact. It found that the cars 
used by salesmen were held for sale; 
gain on them was ordinary. The others 
were used in the business and gain on 
them was capital. Fields, DC Ore., 
7/11/55. 


Sale of subdivided lots a business. Tax- 
payer had used his 120 acres of farm 
land for grazing purposes until 1950. 
In that year he was vice president of a 
company in town which was in need of 
housing for its employees. He reluc- 
tantly subdivided 90 acres of his prop- 
137 lots for home locations 
and spent large sums on grading and 


erty into 


surfacing streets and constructing wa- 
ter lines. The lots were put into the 
hands of brokers with instructions to 
prefer company employees and were 
advertised. 35 lots were sold in 1950, 
l in 1951, and 2 in 1952. The court 
held that the sales constituted a busi- 
ness and the gain was taxable as ordi- 
nary income. The entire operation was 
plan of 
meadows into town home sites for sale. 
Camp, DC ED Va., 6/29/55. 


a long-range converting 


Sale at loss to son-in-law not bona fide; 
no loss allowed. In November 1946 tax- 
I son-in-law, and 2 others 
formed a corporation which was unsuc- 
cessful. In September 1947 taxpayer 
acquired 80 shares of its capital stock 
for $8,000 and in Dec. 1947 sold the 
stock for $1.00 to his son-in-law. The 
court disallowed the claimed loss hold- 
ing that nothing occurred within the 
4 months indicating a decline in the 
value of the stock. Bratton, DC Tenn., 
3/16/55. 


ayer, his 


Salesman’s 24-lot subdivision is a busi- 
ness. Taxpayer, employed as a traveling 
salesman, bought a tract for $5,000, 
with his brother. The land was sur- 
veyed, a water line run in, etc., at a 
cost of $1,000. From two to five years 
later the lots were sold. He argued that 
his real estate operations were not large 
enough to be a business. The court held 
that a business can be small and that 
considering the size of the enterprise 


and the activities carried by it that 
the lots were held for sale in the ordi- 
nary course of business. The gain on 
their sale was ordinary. Davis, TCM 
1955-230. 


Bank real estate subsidiary has ordi- 
nary income. Taxpayer’s stock was 
held for a Louisiana bank, forbidden by 
taw to hold real estate. All but two of 
its properties were acquired from the 
bank, which obtained them through 
foreclosure of loans. The court holds 
that taxpayer tried to derive income 
from property it held. Gain on sale of a 
tract of farm land it subdivided, graded, 
improved, and sold for building lots 
was ordinary income. The way it in- 
tended to make income on these parcels 
was by sale. That it engaged in little 
or no advertising is not significant. 
There was strong demand for building 
lots; it had no need to advertise. The 
court continued, “Had the bank itself 
retained these lots, it is possible that 
its liquidation of forced acquisitions 
might bring it within the doctrine of 
Kanawha Valley Bank (4 TC 252).” 
In Kanawha the taxpayer bank, for- 
bidden by state law to carry on a real 
estate business, sold three parcels over 
a two-year period. Here the taxpayer 
was organized to do what the bank 
itself, its parent, was forbidden to do. 
Opelousas St. Landry Securities, TCM 
1955-240. 


Capital gain on sale of “oil payments” 
to refinery. Taxpayer was a partner in 
the business of developing and operat- 
ing oil leases. He assigned to the re- 
fining company which had been pur- 
chasing oil from them an “oil payment,” 
i.e. the right to collect $513,000 out of 
60% of the partnership interest in every 
well in which they had an interest. It 
was expected this would pay out in 
about seven years. Actually it paid out 
in five years and full ownership reverted 
to taxpayers. The refinery paid $501,000 
for the $513,000 payment right. Point- 
ing out that the purpose of the deal was 
to raise money needed on the business, 
the court follows its previous decisions 
that this type of assignment is a sale, 
and the gain is taxable as capital. The 
conveyance of an oil payment is a 
transfer of the grantor’s interest in the 
oil in place. Slagter, 24 TC No. 104. 


Royalty interest is real property. A 
royalty interest in oil and gas in place 
constitutes real property for purposes 
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of determining gain or loss on sale, and 
whether it qualifies as a capital asset. 
Rev. Rul. 55-526. 


Accountant didn’t sell goodwill; pay- 
ment for covenant not to compete is 
ordinary income. Taxpayer, a non-resi- 
dent partner in an out-of-town account- 
ing partnership, sold his interest to the 
resident partners. The Tax Court held 
that the entire consideration received 
by him in excess of the basis of his 
interest was ordinary income and not 
capital gain. The principal intangible 
for which he was paid was a covenant 
not to compete. This covenant was 
separate and distinct, no goodwill was 
sold. The name of the old partnership 
was retained by taxpayer. Taxpayer 
properly reported as income fees earned 
but uncollected on the date of the trans- 
fer of his interest even though the part- 
nership was on the cash basis. [See 
comment next month. Ed.] Masquelette 
TCM 1955-221. 


Capital loss on sale of low-value note; 
ordinary collection. 
Taxpayer, upon sale of a farm, took a 
note with a face value of $8,000 but 
with a fair market value of only $1,000. 
Using the fair market value, he was 
entitled to a short term capital loss on 
the sale of the farm in the year of sale 
which could be carried forward. Col- 
lection of the note in full in a later year 
did not affect the capital loss carry- 
forward but was to be included as ordi- 
nary income in the 

Mandt, TCM 1955-226. 


income on _ its 


year received. 


Loss on sale of property used in busi- 
ness is not “operating.” Taxpayer was 
a partner in the operation of a veneer 
mill which became unprofitable in 1949. 
It was thereupon abandoned and written 
down to the salvage value for which it 
was sold in 1950. Taxpayer included 
this write-down in the 1949 net op- 
erating loss which he carried back to 
1947. The court holds that the loss was 
not sustained as an incident to the 
normal course of operations of a trade 
or business regularly carried on. [Under 
the 1954 Code such a loss is an operat- 
ing loss. Ed.] Bratton, DC Tenn., 
3/16/55 


Stockholders payment as guarantor of 
corporate loan is non-business. The 
Eighth Circuit holds that taxpayer had 
a non-business bad debt when he paid 
bank loan of his corporation, on which 








280 * The Journal of Taxation * 


he had been co-maker. The court noted 
that the Sixth Circuit recently allowed 
an ordinary loss in a similar situation 
(Cudlip, 220 F (2d) 565, JTAX May, 
p. 279). The Sixth Circuit argued that 
the loss did not arise from a debt’s be- 
coming worthless 
when it arose on the taxpayer's payment 
to the bank. On this reasoning the Sixth 
Circuit held that the special statutory 
rule on bad debts was inapplicable; the 
general rule allowing losses on transac- 
tions entered into for profit should 
apply. The Eighth Circuit here refuses 
to follow this reasoning, quoting with 
approval the dissent in the Sixth Cir- 
cuit. [See comment next month. Ed.] 
Putnam, CA-8, 8/11/55. 


worthless; it was 


Debts not worthless; debtor's assets ex- 
ceeded liabilities. In 1947 taxpayer 
made loans to the corporation of which 
he was_ stockholder officer. The 
advances were repaid in full in 1948, 
however taxpayer sought a bad debt 
deduction for 1947. The court denied it; 
at the end of 1947 the assets of the 
corporation exceeded its _ liabilities. 
Bratton, DC Tenn., 3 


and 


16/55. 


Profit on installment sales shouldn’t be 
distorted by including no-profit whole- 
sale sales. In computing the gross profit 
on taxpayer's installment sales to deter- 
mine the taxable percent of subsequent 
collections the Commissioner lumped 
together retail and wholesale sales. The 
court held this distorted taxpayer’s in- 
come because wholesale sales were at a 
very low profit or no profit. They were 
made largely as a favor to other busi- 
installment 
method is not proper if made on a 
return filed after the date. The 
court found two stipulations contradic- 
tory: (a) that certain purchases in 
1943 were not recorded until 1944 and 
(b) that the reported inventory was 
correct. On the assumption that the in- 
ventory 
change the cost figure reported. Any 
change would be cancelled by a corre- 
sponding increase in closing inventory. 
Kay-Jones, TCM 1955-235. 


nesses. Election to use 


due 


was incorrect it refuses to 


Roumanian bonds not shown to have 
become worthless in 1947. Taxpayer 
claimed Roumanian bonds became 
worthless in 1947 and took a deduction 
in that year. For failure to show that 
the bonds had value at the end of 1946 
and that some “identifiable event” es- 


tablished the subsequent loss in 1947, 
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the deduction was denied. Feinstein, 
24 TC No. 74. 


DEDUCTIBILITY 


Real estate taxes a capital cost of ac- 
quiring title. Taxpayer owned a 1/, 
interest in certain parcels of real prop- 
erty in which his uncle owned a 2/, 
interest. After real estate tax liens had 
arisen on the properties for 1941 
through 1943 the uncle conveyed his 
interest to taxpayer subject to such liens. 
Taxpayer paid all assessed taxes in 
1943 and 1944 and redeemed the prop- 
erties. He sought to deduct these 
amounts as taxes paid, but the court 
held that they constituted a capital 
expenditure in the process of acquiring 
clear title to the entire property. Tax- 
payer was not personally liable for the 
taxes until he became the owner by 
paying them. J. B. Smith, DC N.H., 
8/16/55. 


Wage Stabilization Board’s disallow- 
ance of part of salary overpayment up- 
held. In 1946 the Wage Stabilization 
Board found that taxpayer had over- 
paid his employees during the war 
years. In view of “the pressure of the 
times,” however, it ordered only a 
small portion of the overpayment dis- 
allowed for income tax deduction pur- 
poses. This court holds that there was 
a fair hearing by a Board consisting of 
representatives of labor, industry, and 
the public and that there was substan- 
tial evidence other than hearsay to 
support the Board’s order. Gilmore, 
DC Cal, 6/9/55. 


Bookmakers daily net loss and deduc- 
tions disallowed for lack of proof. Tax- 
payer kept no bank account. He daily 
destroyed the betting slips and re- 
corded only the result for the day—a net 
gain or The commissioner dis- 
allowed all the daily net losses and all 
claimed expenses. The Court holds this 
was proper as taxpayer had no proof at 
all. Raymond E. Nellis, TCM 1955-50. 


loss. 


Can’t accrue state tax on contested in- 
come. The Commissioner increased tax- 
payer corporation’s income by including 
the full over-ceiling price. Part of this 
addition The court 
held that taxpayer could deduct addi- 
tional N.Y. state franchise tax based on 
the uncontested but could 
not deduct the franchise tax based on 
additional income improperly added by 


was incontested. 


increases, 


the Commissioner or contested by tax- 
payer. Chesbro, CA-2, 8/9/55. 


Cemetery may deduct payments to per- 
petual care trusts when made, though 
required earlier. Taxpayer, a cemetery 
corporation, was required by its charter 
and laws enacted in 1932 to pay into a 
perpetual care fund 25% of gross sums 
paid it by purchasers of cemetery lots. 
Before that time each contract with lot 
purchasers required this. In accordance 
with the contracts some funds were paid 
into trust for perpetual care. However, 
from 1930 through 1941 payments were 
not made, and all receipts were used for 
general corporate purposes. As a result 
of a suit by a lot owner in 1942, tax- 
payer deposited with the trust four of its 
own secured notes representing amounts 
which it should have paid from 1930 
through 1941 in accordance with the 
statutory charter provisions. One note 
was paid each year between 1943 and 
1946. Taxpayer deducted the full 
amount of these payments in the years 
made. The Commissioner disallowed 
them on the ground that receipts of lot 
proceeds in the years 1930 through 
1941 were impressed with a trust and 
hence were not received by taxpayer 
under a claim of right. On this theory 
the payments in the taxable years were 
simply a return of improperly mingled 
trust funds. The court disagreed with 
the Commissioner. It held no trust was 
impressed on the funds until actually 
paid into the trust. Prior to that time 
there was only a “duty to create a trust,” 
not actually a trust. In fact, taxpayer 
reported the entire sales price of the lots 
in those years as taxable income and 
accrued no liability for perpetual care 
on its books. Having thus treated the 
receipts as its own it may make deduc- 
tions of the deficit payments in the years 
1943 through 1946 when made. The 
assignment of the 4 promissory notes 
to the trust in 1942 did not constitute 
payment of the deficit. It was not the 
intent of the parties that it should. 
Memphis Memorial Park, DC Tenn., 


7/28/55. 


Can't deduct legal fees and expense in 
guilty plea to abortion indictment. Tax- 
payer claimed the expenses were ordi- 
nary and necessary. The court held they 
did not permit taxpayer to lawfully 
continue his activities. And 
they were necessary, allowance would 
frustrate policy. Mac Crowe Estate, 
TCM 1955-238. 


even if 








IRS position on leased equipment: are 
deductible or depreciable. 
[he IRS has outlined some general rules 


payments 


for determining whether agreements for 
the “leasing” of equipment are real 
leases (the payments are currently de- 
ductible) or contracts of sale (depreci- 
ation of cost is deductible). The Service 
will treat the transaction as a sale if 
following conditions is 
present: portions of periodic payments 
are applicable to an equity to be ac- 
quired by lessee; lessee will acquire 
title upon payment of a stated amount 
f “rentals”; payments for short period 
of use constitutes an inordinately large 


one of the 


proportion of total sales price; “rental” 
payments materially current 
rental value; lessee is given option to 
purchase at a nominal price; some por- 
tion of periodic payments is the equiv- 
alent of interest. The failure to provide 
for the transfer of title or the failure to 
record a conditional sales contract is 
not controlling. Rev. Rul. 55-540. 


exceed 


“Lease” of office equipment is a pur- 
chase. Taxpayer leased office equip- 
ment for a period of 13 years (including 
renewal periods). The equipment had 
in estimated useful life of from 10 to 
15 years. The agreement required the 
lessee to pay more than 100% of manu- 
facturer’s list price, and more than 90% 
of the total rental, in the first 3 years. 
Payments made by the lessee are capital 
expenditures recoverable through de- 
preciation. Rev. Rul. 55-541. Similarly, 
a contract for the lease of equipment 
is considered a conditional sales con- 
tract where rentals for 75% of the esti- 
mated useful life approximate 82% of 
total sales price of equipment; the total 
rentals” are substantially higher than 
the fair rents; the lessee is required to 
pay interest on the unpaid rentals; and 
the contract provides for assignment of 
the lease to an 
Rev. Rul. 55-542. 


insurance company. 


Can't deduct cost of defending business 
against another's creditor alleging sham 
transfer. Taxpayer had always reported 
the income from a waste paper business 
operated by her and her husband. The 
husband’s brother and his wife were 
estranged and the wife sought court 
order for the sale of the business to 
meet arrearages in alimony on the 
ground that it really belonged to her 
husband, and not to taxpayer. The Tax 
Court holds the legal fees incurred are 
not deductible—they were for the pro- 


tection of title and are a capital cost. 
Cohen, 24 TC No. 107. 


WHAT IS INCOME? 


Sickness benefits not taxable; plan is 
“insurance.” A.T. & T. paid sickness 
benefits to taxpayer under a_ pension, 
“disability and death benefit plan in ef- 
fect at the time the employee was hired. 
The Court points out that insurance in- 
volves “an undertaking, consideration 
therefore and a transfer of risk.” All 
these elements were present. The bene- 
fits are non-taxable as received under 
health [Under the 1954 
Code certain sickness benefits are tax 
exempt regardless of insurance. Ed.] 
Herbkersman, DC Ohio, 8/15/55. 


insurance. 


Operator of car pool not taxable on 
receipts. Money received by a car owner 
from fellow employees for driving them 
all to work constitutes reimbursement 
by them for their share of the personal 
expenses incurred in the operation of 
the automobile. It is not taxable income 
to the owner. The auto expenses in- 
curred in commuting between home and 
place of employment are nondeductible 
personal expenses. Rev. Rul. 55-555. 


Can’t amortize cost of grazing “prefer- 
ence” in National Forest. Taxpayer pur- 
chased land and also received from the 
seller a waiver of the seller's “prefer- 
ence” in grazing rights in a national for- 
est. Annual grazing privileges are issued 
only to holders of preferences, which are 
of unlimited duration and continue until 
cancelled or revoked. Permits are issued 
and renewed to holders as a matter of 
course, the taxpayer may not amortize 
his cost of the preference over the per- 
mit. Shufflebarger, 24 TC No. 111. 


Proceeds of insurance policy received 
in settlement for embezzlement taxable. 
In restitution for embezzled funds, an 
officer of taxpayer transferred to tax- 
payer all of his assets among which 
were 7 life insurance policies on his own 
life. When the officer died, it received 
the face amount. It argued that no 
portion of the proceeds was taxable 
income since the transfer of the 7 poli- 
cies was not for a valuable considera- 
tion. The Third Circuit affirmed the 
Tax Court and held for the Commis- 
sioner, that the policies were acquired 
for a valuable consideration, the relin- 
quishment of taxpayer's claim against 
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the officer. Alternatively taxpayer ar- 
gued that the net proceeds of the poli- 
cies were not taxable being merely a 
reduction of loss. The court held that 
taxable income may be received in one 
year even though the net of the trans- 





PART TIME WORK 


Accountants wanted to work 
on part-time basis soliciting 
business for equipment leas- 
ing company. Box No. 1110, 
The Journal of Taxation, 33 
W. 42nd St., New York 36. 
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action as a whole may be a loss. The 
transfer of assets constituted a closed 
and completed transaction and there- 
after the assets were not interrelated 
with the officer’s obligations. Waynes- 
boro Knitting Co., CA-3, 8/29/55. 

Salary continuation to employee’s 
widow nontaxable; a gift to her. Tax- 
payer's husband owned about 25% of 
the stock of the corporation of which 
he was an officer and director. After his 
death the corporation paid her his sal- 
ary for ten months. The court holds it 
a gift. It declares it not significant that 
the corporation claimed a deduction 
for the amount paid. The controlling 
them payment 
to the widow not to husband’s estate, 
and the lack of obligation to pay. 
Hellstrom Estate, 24 TC No. 101. 


facts as it saw were: 


IRS gives up on trying to tax donor 
The IRS has 


taken a new position with respect to 


of business inventory. 
income-tax treatment of gifts of agri- 
cultural or manufactured products or 
property held for sale in the ordinary 
course of The fair market 
value is not includible in the donor's 


business. 


gross income. However, the property 
must be removed from the opening in- 
ventory and the current year’s costs, if 
any, applicable to the donated property 
are not available as tax deductions. 
The basis of the gift in the hands of the 
donee is the same as in the hands of 
the donor. Rev. Rul. 55-531. 


Indians not taxable on rent income from 
tribal lands. Taxpayer, a Coeur d’Alene 
Indian, held land on a reservation under 
an Act of Congress. For years she and 
others had reported no rental income 
from such land for tax purposes. This 
was never questioned by the govern- 
The court held that the govern- 
ment’s present attempt to tax such in- 
come would be in violation of its agree- 
ments with the Indians, as embodied in 
the Act, that the lands would be free of 
all charges or encumbrances whatso- 
ever. To permit taxation would be an 
injustice, since for 35 years the Indians 
have relied on the government’s ac- 
ceptance of their position. Nicodemus, 
DC Idaho (N. Div.), 6/15/55. 


Agricultural income from Indian reser- 
vation taxable. Agricultural income 
earned by an American Indian of the 
Kalispel tribe from restricted reservation 
lands in Idaho is subject to tax. The 
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court could find no federal act or treaty 
granting exemption. Garry, 24 TC No. 
23. 


War loss provisions apply to enemy 
securities held in the name of a neutral. 
Certain Austrian and German securities 
owned by taxpayer on December 11, 
1941 are deemed lost under the war 
loss provisions even though they were 
held on that date in a neutral country 
in the name of a nominee. Rev. Rul. 
55-239. 


Right of recoupment in contract termi- 
nation no bar to write-down of inven- 
tory in prior year. When _ hostilities 
ceased on Aug. 15, 1945, taxpayer, in 
the timber products business, was or- 
dered by the Government, pursuant to 
termination provisions of its contract 
with it, to stop all work. Taxpayer 
thereupon effected settlements with all 
its suppliers except three and attempted 
unsuccessfully to sell the piling sup- 
plied by those three. In its return for 
1945 it accrued the cost of the piling as 
an expense. It wrote it down to market 
value in its closing inventory for 1945. 
Under a settlement with the Govern- 
ment pursuant to contract termination 
negotiations, the taxpayer transferred to 
the Government its interest in the sub- 
contracts with the suppliers and the 
Government agreed to relieve taxpayer 
of any liability to them. By reason of 
this settlement in its return for 1946 
taxpayer income the 
amount by which its closing inventory 
for 1945 had been written down. The 
Commissioner such amount 
from taxpayer's 1946 income and added 
it to its 1945 income, maintaining that 
by reason of the termination provisions 
of the contract, taxpayer was precluded 
from valuing its 1945 closing inventory 
at market. The Tax Court agreed; the 
taxpayer was correct in accruing the 
cost of the piling as a liability in 1945 
and including it in its inventory at the 
close of the year. However, it was not 
justified in devaluating the inventory 
because of the contract right of recoup- 
from the No loss 
would be realized. The Circuit Court 
here reverses on this valuation point. 
At the end of 1945 it was impossible 
for taxpayer to know what amount, if 
anything, it would recover from the 
Government. The case is remanded to 
the Tax Court for a finding of the 
correct market value of the piling at 
the end of 1945. Sharp, CA-6, 8/19/55. 


included _ in 


removed 


ment Government. 


Basis of inherited option is its value at 
death. Taxpayer was given by his fa- 
ther’s will an option to purchase stock 
from the estate at a fixed price. Tax- 
payer sold the option. The Tax Court 
holds that the basis of the option was its 
value at date of death. Sale of the op 
tion below that basis resulted in no 
gain. In the Mack case (3 TC 390, aff'd 
326 US 719), a similar option was ex- 
ercised and the basis of the stock so 
acquired was only the cash paid. The 
value of the option was not included. 
The Tax Court here says merely that 
the Mack case is distinguished because 
the property, not the option, was sold. 
Cadby, 24 TC No. 97. 


Can't tax donor on gain though donee 
foundation sold gift immediately. Tax- 
payer made an oral gift of real estate 
to a foundation and then he negotiated 
a contract for its sale on behalf of the 
foundation. Before consummation of the 
sale he deeded the property to the foun- 
dation which conveyed it to the pur- 
chaser. The Court holds that the tax- 
payer acted as the agent of the foun- 
dation in his negotiations and therefore 
he realized no taxable gain from the 
sale. Johnson DC Okla., 8/8/55. 


Subsequent equitable reimbursement 
under Government contract not income 
in year of loss. Taxpayer sustained net 
operating losses under a Government 
contract in 1945. In that year it sought 
an equitable adjustment from the Gov- 
ernment based on changed conditions 
causing increased costs. An adjustment 
finally was made in 1950. When tax- 
payer sought a refund of its 1943 taxes 
based on a carry-back of its 1945 net 
operating loss, the Commissioner elimi- 
nated the net operating loss for 1945 
by including the 1950 adjustment. In 
a brief statement of fact and law that 
does not give the reason for the deci- 
sion, the court holds that taxpayer was 
not required to accrue any part of the 
1950 adjustment as income for 1945. 
Mera Loma Flight Academy, DC Cal., 
11/2/54. 


Unproductive lease expiring on first day 
of taxable year not a loss then. Tax- 
paver deducted in 1945 the cost of a 
five-year oil lease expiring January 1, 
1945. The court held he did not prove 
it had value on that date. There could 
be no further drilling on one day; the 
loss occurred prior to 1945. Davis, TCM 
1955-251. 








ne 
et 
nt 
‘ht 
)V- 
ns 
ont 


ces 
et 
ni- 
45 








Preferential tax treatment of business 


abroad moves closer; 


T= ANXIETY felt by tax men since 
the foreign tax relief measures were 
stricken from HR 8300 currently is be- 
ing abated somewhat by the Treasury’s 
recent proposals for affording preferen- 
tial tax treatment to business done 
abroad. Following Treasury Secretary 
Humphrey’s recommendation (see be- 
low), Ways & Means Chairman Cooper 
introduced HR 7725, giving effect to 
the recommendations, and_ generally 
embodying most of the provisions of 
HR 8300. 

The new Bill is more precise than 
the House version of the Internal Rev- 
enue Code of 1954 in its delineation 
of the scope of benefits provided—the 14 
point rate differential, and also deferral 
of tax for qualified foreign branches of 
domestic corporations. 

This is a welcome improvement, but 
the new Bill seems unnecessarily severe 
in some ways. 

Following are comments on the Treas- 
ury recommendations, together with a 
comparison of the present proposals 
with those provisions dealing with tax- 
ation of business abroad which failed to 


survive in HR 8300. 


Drastic effect of wholesale sales 


For example, under the new Bill, re- 
ceipt of one dollar of gross income from 
sale at wholesale of an article exported 
from the United States would disqualify 
any amount of otherwise qualified in- 
come. Even assuming the wisdom of the 
policy of not encouraging sales at 
wholesale of U. S. exports, it would 
seem that as a practical matter there 
should be some margin of error, either 
as a definite percentage of gross in- 
come—say 5 or 10 per cent—or in the 
discretion of the administrative officials. 
Indeed, similar provisions of both sorts 
are made by the new Bill for cases of 
imports into the United States, where 


new law proposed 


the margin of error is 10%, with admin- 
istrative discretion to grant relief even 
where that is exceeded. 


Rules on imports relaxed 

The strictures on imports are amel- 
iorated to an indeterminate but per- 
haps important degree by including in 
the coverage of incentive provisions in- 
come from importation into the United 
States of agricultural and mineral prod- 
ucts which have not been processed to 
the first commercially marketable prod- 
uct common to the industry. 

Extractive industries will be plagued 
not only by questions of what consti- 
tutes the first commercially marketable 
product common to the industry, but 
also by the provisions of the Bill to 
the effect that depletion allowances are 
not to be granted to domestic branches 
for whom deferral of tax is elected. 


Comparison with Harvard study 

In this respect, as well as in its effort 
to prevent application of incentive 
treatment to export profits, the Bill is 
more restrictive than the proposal made 
by Messrs. Barlow and Wender in their 
book, Foreign Investment and Taxa- 
tion, recently published by the Har- 
vard Law School International Program 
in Taxation, and described in 2 JTAX 
350. Barlow and Wender say it is 
futile and indeed harmful to try to ex- 
clude income from incentive treatment, 
and would allow percentage depletion 
even to the new class of foreign busi- 
ness corporation which they would per- 
mit to be incorporated domestically 
and which they would permit to defer 
tax until remittance to the United 
States, even on income from export 
profits. 

On the other hand, the new Bill is 
more generous in providing benefits. 
It would provide a 14-point differential, 
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where Barlow and Wender would pro- 
vide little if any rate differential, rely- 
ing instead on deferral as the incentive 
for increasing foreign investments. 


Retail sales favored 


Like the House version of the 1954 
Code, the new Bill smiles on retail sales 
of U. S. exports. They are excluded 
from the category of disqualifying ac- 
tivity. This differentiation between 
sales at wholesale and sales at retail no 
doubt is the result of extended delibera- 
tion, having been carried over from the 
House version of the 1954 Code after 
extended public discussion. One may 
nevertheless wonder, though, why a 
sale at wholesale, as an incident to an 
extensive foreign manufacturing opera- 
tion, should disqualify where a sale at 
retail by a retail establishment involv- 
ing but little foreign investment, should 
qualify. The answer sometimes sug- 
gested, is that foreign retailing usually 
builds up the foreign economy by 
stimulating foreign manufacturing, 
while a sale at wholesale is typically but 
the last act of an export operation. This 
answer is less than fully persuasive to 
some. 


Some help for personal services 


The benefits of rate differential and 
deferral of tax are extended by the Bill 
to at least some kinds of income from 
rendition of foreign technical assistance. 
The report of the House Ways and 
Means Committee on the House version 
of the 1954 Code would have disquali- 
fied income from patent royalties, even 
though their use may have been dic- 
tated by accommodation to policy of 
the foreign government, and even 
though much of technical aid consists 
in furnishing of information protected 
by disclosures which have won patent 
protection in greater or lesser degree. 
It is to be hoped that the new Code 
will not be subject to a similar attempt 
at restrictive construction, and that it 
will be recognized that patent licensing 
can be a very active business indeed. 

Adoption of the new Bill would not 
necessarily preclude adoption of the 
foreign business corporation concept as 
proposed by Barlow and Wender or of 
the international business corporation 
concept as proposed by Munsche (2 
JTAX 312). Either could well be 
enacted as a substitute for or supple- 
ment to the provisions of the new Bill 
on foreign branches of domestic corpo- 
rations. 
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It is to be hoped that the months 
ahead will produce full discussion and 
informed appraisal of the various pro- 
posals in this field. 


The Treasury proposal 

The texts of the letter of Secretary 
Humphrey, and of the accompanying 
memorandum, are set forth below. 

Last year, the Ways and Means Com- 
mittee and the House of Representa- 
tives included as part of the tax revision 
bill new provisions giving a lower rate 
of tax on corporate business income 
earned abroad, somewhat similar to that 
available since 1942 to income earned 
in the Western Hemisphere. Provision 
also was made for postponement of 
taxes on the income of foreign branches 
until it was removed from the country 
where it was earned, a treatment some- 
what comparable to that now given to 
the income of foreign subsidiaries. 
These sections were omitted from the 
bill as reported by the Senate Finance 
Committee, but the report of that Com- 
mittee stated the hope that provisions 
along these lines might be developed 
in the Conference between the House 
and the Senate before final passage of 
the tax bill. This was not done. The 
Treasury Department has continued to 
examine the problem since that time. 

I now submit to you a suggested 
draft of legislation designed to secure 
the results which were sought and ap- 
parently desired last year. This is in 
with the President's 
1954, 
affirmed in his message on Foreign Eco- 
this 


accord recom- 


mendation in which was re- 


nomic Policy on January 10 of 
year. 

The this 
legislation is to facilitate the investment 


purpose of recommended 
abroad of capital from this country. At 
present, our business firms are at a dis- 
advantage in countries with lower taxes 
than our own when they have to com- 
pete with local capital, or capital from 
countries which impose lower taxes on 
Foreign 
countries are also under an incentive 


foreign income than we do. 


to increase taxes on United States enter- 
prises up to the level of United States 
tax rates. 

Capital investment will aid in the 
economic development of foreign coun- 
United States 
enterprises will encourage development 


tries. Participation by 


along the lines we have followed in this 
country which are especially helpful in 
raising living standards, through high 
wages markets, and which 


and mass 


November 1955 


will promote the flow of international 
trade with the United States. 

The Treasury staffs and I will be 
glad to be of such assistance as we can 
to you, your Committee, and your 
staffs in any consideration which you 
may wish to give to the taxation of for- 
eign business income. A memorandum 
explaining our analysis of three of the 
problems we have considered in this 
area is enclosed. 


Treasury's memorandum on problems 

The principal problem in developing 
recommendations for new legislation on 
taxation of income from foreign sources 
has been in the definition of foreign 
business Some argue for a 
broad definition, which would include 
not only income earned from significant 
business activity conducted 
abroad but also income from products 
made here and merely sold for delivery 
Others 
lated to a “permanent establishment” 
abroad, or to the existence of a business 
activity subject to taxation in the coun- 
try where it is conducted. Still others 
prefer a specific listing of designated 
activities which are deemed to be of 
particular Naturally, the 
representatives of almost every particu- 
lar industry or activity argue that they 
should not be left out of any group 
which receives favorable tax treatment. 

In our analysis of the problems of 
definition, the following principles have 
seemed important. (1) As a matter of 
national policy, it would not be desir- 
able or wise for this country to sub- 
sidize exports by taxing profits from 
exports at a lower rate than profits from 
domestic sales. For this reason, a defi- 
nition based on ultimate destination, or 
place of delivery of goods produced, 
would not be satisfactory. (2) Small 
business should have the same potential 
advantages as larger businesses. (3) 
The standard selected should not be 
subject to manipulation by arrange- 
ments, for example, to rent an office or 
pay a small tax abroad to qualify for a 
substantial tax advantage at home. 

The definition of foreign income sug- 
gested in the attached draft legislation 
revolves around the active conduct of 
a trade or business abroad, with the ex- 
ception of export trade. It is a broad 
concept, related to economic activities 
which often involve capital investment 
and typically involve full participation 
and integration in the economy of the 
country where it is carried on. To avoid 


income. 


actually 


abroad. favor a definition re- 


importance. 


any tax motivation for companies to 
shift to foreign countries their produc- 
tion of goods intended for our home 
markets, the importation to the United 
States of any substantial part of the 
products manufactured abroad would 
disqualify a company for the special 
tax treatment. 

Inevitably there will be difficulties in 
administering this or any other defini- 
tion of foreign income. In some in- 
stances it will be difficult to draw the 
dividing line between manufacturing 
which would qualify for the lower tax 
and minor assembly or repackaging 
which would not qualify. Such difficul- 
ties, however, should not stand in the 
way of an attempt to foster economic 
development by private investment. 


Problems with postponement 

Two problems, of more limited 
scope, exist in connection with the post- 
ponement of tax on income earned by 
foreign branches. 

First, under present law the income 
from a foreign subsidiary corporation is 
not taxed until it is received by the 
domestic parent company. There is no 
legal basis for taxation by this country 
of such income so long as it is held 
abroad by the foreign subsidiary, re- 
reinvested or 
shifted from the country where it is 
earned to other foreign countries. It has 
been proposed that foreign branches of 
United States given 
similar latitude to shift funds between 
countries with no intervening tax im- 
posed by the United States until foreign 
income is finally repatriated. 

A deferral of tax on foreign income 
until it is repatriated would give the 
maximum encouragement to foreign in- 


gardless of how it is 


corporations be 


vestment. However, such a provision 
would be subject to abuse. There could 
be indefinite postponement of tax by 
shifting profits earned in high-risk areas 
to low-risk investments in other places. 
The diversification and growth of for- 
eign investment among firms already 
operating profitably abroad would re- 
ceive greater benefit than that of firms 
presently operating solely in the United 
States. It therefore seems preferable to 
adopt deferral of tax on branch income 
on a limited basis, at least in the first 
instance. 


Both deduction and credit allowed 
The second problem concerns the 

simultaneous allowance of both a de- 

duction and a credit for foreign taxes 
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on income received through foreign sub- 
sidiaries. At present the earnings of a 
foreign subsidiary corporation when re- 
ceived as dividends by the parent cor- 
poration here, are subject to the regular 
United States corporation income tax, 
but a credit is allowed against the 
United States tax for any foreign in- 
come tax paid by the subsidiary. The 
United States tax is imposed only on 
the subsidiary’s net earnings after pay- 
ment of the foreign income tax. The 
combined effect of the credit and de- 
duction (under some combinations of 
rates) is a somewhat lower total tax, 
foreign and domestic, than the United 
States tax would be by itself. For ex- 
ample: when the foreign corporate tax 
rate is one-half our rate (26 percent 
against our 52 percent), the combined 
effective tax on the foreign income 
foreign and domestic) works out to 
only a little over 45 percent. No recom- 
mendation has been made to change it, 
presumably because it has not seemed 
desirable to increase, directly or through 
technical changes, the present tax on 
foreign business income. 

\ similar treatment of foreign in- 
come taxes is suggested in the proposed 
taxation of income from foreign 
branches. This is not a necessary or 
essential part of the program, and is 
included only to secure similarity with 
the taxation of income from  subsidi- 
aries, along the lines established by the 
1918 Revenue Act. *% 


New estate-tax book covers 
foreign tax problems 

THE NEW BOOK, Estate Tax Tech- 
brings together a galaxy of 
forty tax writers. At the risk of offending 
by omission, the authors include Harry 
J. Rudick, Wilbur H. Friedman, Benja- 
min Harrow, Theodore Tannenwald, 
Jr., Marvin Atlas, Franz Martin Joseph 
and Albert Mannheimer and, this time 
performing solo, the teams of Sydney 
A. Gutkin—David Beck and Arnold R. 
Cutler—George B. Lourie. 

As Sydney Prerau says in the Pref- 
ace, “[the book] is not an academic 
presentation of the relevant materials, 
but an integration of the functional as- 
pects included in the broad scope of 


niques,* 


estate planning.” However, the scope of 
the work runs the gamut of estate tax 
problems from the marital relationship, 


° Estate Tax Techniques, edited by J. K. Lasser 
Tax Institute (Matthew Bender & Co., 1955). 


gifts and life insurance to business plan- 
ning and managing the estate. Readers 
of this department are likely to be in- 
terested in Estates of Aliens, written by 
Franz Martin Joseph and Richard U. 
Koppel, a survey of the estate tax law 
under the Code and the treaties as it 
affects nonresident aliens. w 


New English and 

Canadian developments 
WHILE encouraging developments are 
taking place in the U.S., tax treat- 
ment of foreign income has come up 
for intensive study in the two other 
principal capital-exporting 
Canada, and Great Britain. 

Canada has limited so-called 4-k 
treatment to corporations which derive 
not more than 10% of gross revenue 
from leasing or operating a ship or air- 
craft, effective for 1956 and following 
years. It had originally been proposed 
to make the restriction much more 
severe, and there was considerable agi- 
tation in Ottawa before enactment of 
this milder version. Even that may seri- 
ously disappoint some taxpayers; but 
it may be valuable to others as a lesson 
that foreign as well as domestic law is 
subject to change. Compare the discus- 
sion in 2 JTAX 350. 

Great Britain’s Royal Commission on 
the Taxation of Profits and Income has 
finally concluded, after long study, that 
the law of that country should be 
changed to provide a “special category 
of corporation as entitled to preference 
or exemption in respect of all its profits” 
even though management and control 
are centralized in Great Britain. This 
conclusion rests largely on the ground 
that current taxation of foreign ventures 
with management and control so situ- 
ated tends to drive them away, to the 
serious detriment of the economy of the 
country. The 


countries, 


Commission suggests, 


however, that export and import profits 
be excluded from the proposed prefer- 
ential treatment. * 





Foreign tax credit for Cuban Emergency 
tax. The Cuban Emergency tax on 
profits of individual merchants and 
manufacturers and commercial and in- 
dustrial companies constitutes an in- 
come tax and qualifies for the foreign 
tax credit. Rev. Rul. 55-455. 
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How British insurance companies op- 
erating U.S. branches are to compute 
foreign tax deduction. The IRS has out- 
lined the method of determining the 
amount of deduction allowable to Brit- 
ish insurance companies (other than 
life or mutual), operating branches in 
the U.S., for taxes paid to Great Britain 
upon income from sources within the 


U.S. Rev. Rul. 55-532. 


Non-resident alien taxable on share of 
U.S. partnership. Taxpayer was a mem- 
ber of a Canadian partnership which 
agreed to purchase cattle in Canada 
and ship them to an American cattle 
dealer for sale, profits and losses to be 
shared equally. Taxpayer filed no U.S. 
returns. He argued that the income he 
received was for personal services in 
Canada and therefore free of U.S. tax. 
The court interpreted the arrangement 
as being a partnership between the 
Canadian partnership and the Ameri- 
can firm. The taxpayer is therefore 
treated as a non-resident alien engaged 
in trade in the U.S. As such he is tax- 
able on income from the U.S. Penalty 
for failure to file returns sustained. 
Johnston, 24 TC No. 102. 


China-quota immigrant is non-resident 
alien; earnings abroad exempt. Tax- 
payer was born and lived in the Orient 
until the second world war. He was a 
British subject. He was in the U.S. in 
1943 for a short time negotiating for 
a foreign job and did not return except 
for short visits until 1952. The Com- 
missioner contended that he was a 
“resident alien” taxed like a citizen. 
However the exemption for foreign 
earnings applies only to citizens. Thus 
the Commissioner claimed some $10,- 
000 in taxes for 1944-1952 and refused 
an exit permit. Taxpayer claimed he 
was a non-resident alien taxable only 
on income from U.S. sources. Taxpayer 
had been permitted to leave the U.S. 
after previous visits upon filing returns 
as a non-resident alien. 

The regulations provide that an alien 
is presumed non-resident, but that this 
presumption may be overcome by proof 
that upon leaving the country he had 
outstanding for at least six months a 
declaration of intent to become a citi- 
zen. This the taxpayer did not have; 
even under this regulation he was non- 
resident. He was in fact separated from 
his wife who lived in the U.S. He is 
not taxable on foreign income. Tilburn, 
TCM 1955-236. 
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RKO finally to be sold; minority stock- 


holders claim loss carryover undervalued 


wr BEEN WATCHING with much 

interest the long-drawn-out nego- 
tiations of RKO and possible purchasers 
of that company to find a profitable 
home for RKO’s $30 million tax loss. 
Now it seems that Atlas Corp. is, after 
much sparring, going to take over RKO. 


Agree to exchange stock 

Howard Hughes and Floyd Odlum, 
of RKO and Atlas, respectively, have 
agreed to exchange of stock of both 
corporations for shares in the surviving 
corporation. Included in the Atlas con- 
tribution, according to Odlum, would 
be their subsidiaries Wasatch Corpora- 
tion, Airfleet, Inc., San Diego Corpora- 
tion, and Albuquerque Associated Oil 
Co. The distribution is as follows: 

6/10 of a share of present Atlas Cor- 
poration stock for 1 share of Airfleets, 
Inc. stock. 

5/10 of a share of present Atlas Cor- 
poration stock for 1 share of San Diego 
Corporation stock. 

1/4 of a share of present Atlas Cor- 


‘poration stock for 1 share of Albuquer- 


que Associated Oil Company stock. 

Wasatch Corporation is a majority- 
owned subsidiary of Atlas Corporation 
and the bulk of its outstanding securi- 
ties is held by Atlas. Only a small num- 
ber of Wasatch Preference and Com- 
mon shares are in public hands. The 
proposed treatment of these shares is 
still under consideration. 

Preliminary estimates indicate that if 
the proposed merger or consolidation is 
approved by the stockholders of all of 
the companies involved and based on 
today’s values of assets, the surviving 
corporation will have assets in excess 
of $110,000,000 applicable to its stock 


with a resulting per share asset value of 
about $47 per share of common stock 
after all reserves for taxes. 


Stockholders’ protests 


Not all RKO stockholders are happy 
about the proposed deal. According to 
the Wall Street Journal “. . . it quickly 
became apparent that the proposed 
merger terms would meet stiff opposi- 
tion from other common shareholders. 
A partner in one Wall Street brokerage 
firm, owning 17,000 shares of RKO 
Pictures for its own account and hold- 
ing 3,000 for customers, stated he would 
vigorously fight the merger on the an- 
nounced terms. Another holder of 
15,000 shares said he would refuse to 
tender his shares on the basis of the 
terms. Another stockholder, with over 
25,000 shares, also indicated he was not 
satisfied with the terms of the agree- 
ment... .” 

“Currently, the assets of RKO Pic- 
tures Corp. consist of about $18 million 
in cash and a tax loss carry forward of 
approximately $30 million due to losses 
incurred while the company was pro- 
ducing films under Mr. Hughes man- 
agement. The exchange offer places a 
value of approximately $7.871/, per 
share on the RKO common. Since the 
cash on hand is equal to $6 per share, 
some minority shareholders contend the 
exchange ratio gives a value of only 
1.871/, to the $30 million tax credit. 
Several asserted the tax credit has a 
value equal to $10 per share. 

“An Atlas Corp. spokesman asserted 
that this valuation was not at all cor- 
rect. He emphasized that the $30 mil- 
lion credit could be offset only against 
capital gains. In order for RKO to fully 


utilize the credit, it would have to use 
its $18 million capital to chalk up a 
capital gain of $30 million in the three 
and one-half years during which the 
credit still is available. The Atlas spokes- 
man said that would be a “fantastic” 
achievement, hardly to be counted on. 
The merger, adding Atlas’s holdings, 
would greatly increase the assets upon 
which a gain might be realized, the 
spokesman said. 

“Since the capital gains tax rate is 
25%, the maximum tax saving, if the 
credit is fully used, would be $7.5 
million, equal to about $2.50 a share of 
RKO, the spokesman said. He added: 
‘Isn’t $1.871/, bird in the hand worth 
more than $2.50 bird in the bush?’ 

“Shareholders who decide not to ac- 
cept the exchange offer would have the 
right to demand an appraisal of their 
stock if the merger went through over 
their opposition. However, corporate at- 
torneys who have followed the affairs 
of RKO have contended it is doubt- 
ful that under Delaware corporate law 
stockholders would be able to get much 
if any additional value on the basis of 
a Federal Government tax credit.” 


Tax considerations 

We are interested in the minority 
stockholders’ complaints. They feel that 
RKO’s loss carryover is not receiving 
sufficient consideration in the trans- 
action. 

Note that in the Revenue Code of 
1954, Congress attempted to stop the 
trade in loss corporations by enacting 
Section 382 which placed limitations 
on the amount of the loss carryover 
when a corporation’s stock changes 
hands. However, if the shareholders of 
the loss company receive 20% of the 
stock in the combined enterprise, no 
part of the loss will be disallowed. 
Accordingly, these transactions often 
take the form of mergers. 

The minority stockholders of RKO 
feel that the $30 million tax loss should 
have a value of at least $10 per share. 

Without having been afforded an op- 
portunity to examine the tax returns 
of RKO, we cannot pass judgment on 
the nature of this loss. However, we do 
know that the true net operating losses 
are generally accorded a value of ap- 
proximately one-fourth of the tax sav- 
ings involved. If the loss is only a capi- 
tal one, the figure offered does not ap- 
pear to be out of line. If, however, it 
is a net operating loss, the minority 


shareholders have a point. * 
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Readers query details 
of close corporation article 


Our PIECE on tax advantages of the 
close corporation in August (p. 100) 
has brought two comments from care- 
ful readers. Arthur D. Jenkins of Mas- 
coutah, Illinois, says: 

“You mention that it might be prefer- 
able in many instances to incorporate 
for $100,000 in stock and take back 
debentures of $300,000 in the formation 
of a set-up that would be as tax-free as 
possible. 

“Did you contemplate that the sole 
owner of the corporation would then 
pay a capital gains tax on the $300,000 
of debentures? Our interpretation of 
the law is that upon receipt of the 
$300,000 in debentures or in notes of 
any kind, it would be considered a sale 
and a capital gain. 

“Of course, my belief is that until the 
debentures are paid or sold that actually 
no gain has arisen; but then I know I’m 
wrong. What did you contemplate in 
your story?” 

Mr. Jenkins is right—if the stock and 
debentures exceed the basis of the prop- 
erty in the hands of the owner, he will 
have a capital gain. The article should 
have stated that the total value of stock 
and debentures should not exceed the 
basis of the property in the hands of 
the sole proprietor. 

Maurice H. Dolman of Los Angeles 
takes exception to the paragraph which 
recommends a spin-off of the land and 
building owned and occupied by the 
operating corporation into a separate 
corporation with a leaseback to the op- 
erating corporation. He says: 

“Regulation paragraph 1.355-1(c) 
example 2, covers such a spin-off and 
indicates that the spin-off would not 
qualify as a non-taxable distribution be- 
cause the ownership and use of a physi- 
cal plant is not considered such an ac- 
tivity as to qualify as an active business, 
even though the newly formed corpora- 
tion which will be renting the plant will 
be engaged in an active business. The 
result would be that the distribution 
of the controlled corporation’s stock to 
the shareholders of the parent corpora- 
tion would result in a taxable dividend 
to the extent of earnings and profits.” 

Mr. Dolman is objecting, and rightly, 
to the sentence which reads “If a closely 
held corporation presently owns its own 
plant, it might consider spinning it off 
into another corporation.” This state- 
ment obviously shortcuts the procedure 
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too much. It should have read: “If a 
closely held corporation presently owns 
its own plant, it might consider transfer- 


— 


ring it to a subsidiary and, after five 


years of operation by the subsidiary, 
spinning off the stock of the subsidiary.” 
w 


Yes, you can get capital gains on 


patents transferred to owned corporation 


READER raises a question about tax- 

ability of the transfer of patents 
to controlled corporations. This sug- 
gests to us that the new Code provi- 
sions are not as clear as they might be. 
We thought it might be useful to clarify 
it a bit (See 3 JTAX 100). 

Frederick R. Heller, a New York 
CPA, queries whether the 1954 Code 
denies capital-gain treatment to an in- 
ventor who transfers his patent to a 
corporation owned by him. 

We don’t think so. Not in all cases, 
anyway. It is true than an inventor who 
sells his patent to a corporation in 


which he owns 50% or more of the 
stock, cannot rely on Section 1235 to 
show that his gain is a capital gain. 
However, in the Senate Committee Re- 
port it is made very clear that this sec- 
tion does not purport to affect the op- 
eration of existing law in those areas 
without its scope. In other words, if an 
inventor sells his patent to his corpora- 
tion in such a manner as to qualify for 
capital gains treatment under the law as 
it was prior to the enactment of this sec- 
tion, he would still get that treatment. 
For a case in which this situation was 
present, see Associated Patentees, Inc.., 
4 TC 979. 


x 


Tax Court fails to follow Second & Third 


Circuits on Hirshon, Godley issue 


: TAX CouRT has just handed down 
a decision which holds that distri- 
butions in kind to stockholders the value 
of which is not in excess of earnings or 
profits of the corporation are not taxa- 
ble to the recipients (Cloutier, 25 TC 
No. 113). The court’s opinion here ex- 
pressly declined to follow the Hirshon 
(213 F.2d 523) and Godley (213 F.2d 
529) cases decided by the Second and 
Third Circuits last year. 

This new decision tends to make 
something of a prophet of Raymond 
Rubin, who in a discussion of these 
cases in our January 1955 issue, advised 
taxpayers to contest assessments based 
on Hirshon and Godley. Mr. Rubin, 
who is with the New York law firm of 
Roosevelt, & Littauer, had 
criticized the results reached in those 
cases, and cautioned taxpayers against 


Freidin 


abandoning contrary positions. It was 
pointed out that several cases were be- 
fore the Tax Court at that time which 
involved issues similar to Hirshon and 
Godley. 

We asked Mr. Rubin for comment 
on Cloutier and he said: “Since the 


publication of the article the Tax Court 
held, in Michael P. Erburu, 20 TC 820 
(1955), that a corporate distribution 
of appreciated property was not tax- 
able as a dividend where the corpora- 
tion had no earnings or profits. Al- 
though the reasoning of the Court was 
contrary to that in the Godley and Hir- 
shon opinions, the Tax Court dis- 
tinguished the issue before it in the 
Erburu case from the one involved in 
the Godley and Hirshon decisions. How- 
ever, in Cloutier the Tax Court ex- 
pressly declined to follow the decisions 
of the Second and Third Circuits in the 
Hirshon and Godley cases. 

“The Cloutier decigion greatly 
strengthens the position of taxpayers 
affected by the question there involved. 
It seems most probable that the Com- 
missioner will appeal the decision, in 
which case the Ninth Circuit will pass 
on the question. Should the Tax Court’s 
decision be affirmed, there would be a 
conflict between the Circuits and the 
matter would probably be eventually 
resolved by the Supreme Court.” * 
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Exact moment of a corporation s beginning 


and ending has important tax consequences 


NUMBER Of considerations turn on 
A when a corporation is born and dies, 
not the least of which are the tax con- 
sequences. And it is generally possible 
to control the time of both these events, 
if someone involved has adequate 
knowledge and does some planning. The 
new decisions bearing on this matter 
show a history of inadequate awareness 
of tax consequences, hence a_higher- 
than-necessary tax bill. 


Four recent decisions 

Four recent cases have dealt with the 
question when a corporation begins and 
ends for tax purposes. In John W. Harri- 
son, 24 TC No. 7, the date of commenc- 
ing business determined whether a 
deficiency of $33,000 was barred by the 
statute of limitations or not. 

In that case it was decided to incor- 
porate a partnership as of December 
31, 1946, so that it could start business 
as of January 1, 1947. Articles of Incor- 
poration were executed on December 
23, 1946, and a certificate of incorpora- 
tion was issued by the Missouri Secre- 
tary of State on December 28, 1946. 
The certificate was filed for record 
1947, and a certificate of 
authority to commence business was 


January 2, 


issued on January 16, 1947. The partner- 
ship books were closed as of December 
31, 1946. The corporate books were 
opened January 2, 1947, and the stock 
was issued January 3. 

The partnership had a net worth on 
its books of $242,000. On the corpora- 
tion’s books, this was represented by 
capital stock of $150,000, and drawing 
accounts due the incorporators made 
up the balance. It was stipulated that 
the partnership had a_ goodwill of 
$255,000. If nothing but capital stock 
had been issued for the net worth, no 
problem would have arisen. But since, 
in addition to capital stock, the drawing 
accounts of $95,000 were set up, the 
incorporators received property which 
was not stuck or securities, and, under 
Section 112(c)(1) of the 1939 Code, 
gain was recognizable to the extent of 
the value of these drawing accounts. 
If the transfer to the corporation took 
place in 1946, tax on this gain was 
barred by the statute of limitations. 


The court pointed out that under 
Missouri law, the corporate existence 
dates from the time of filing the articles 
with the Secretary of State. Such filing 
constitutes acceptance of all stock sub- 
scriptions, and subscribers are thereafter 
deemed to be stockholders. However, 
even though these events occurred in 
1946, statements in the articles of incor- 
poration are not conclusive proof that 
the stock was fully paid for. Since the 
partnership books revealed that it owned 
the assets until the end of the year, and 
the corporate books did not show the 
receipt of them until January 2, 1947 
the court concluded that the actual 
transfer did not occur until 1947. 

The gain on incorporation resulted 
from the presence of goodwill not shown 
on the books and the use of a liability 
account rather than stock to represent 
a portion of the net worth. The gain was 
limited to the amount of the drawing 
accounts, and was taxable at capital 
gains rates. Presumably, the amount of 
the gain is added to the basis for the 
stock, and upon final dissolution will 
go to reduce any gain then realized. 

There are two morals to this case. 
One: you can’t very well argue that the 
date on which a transfer is effective is 
other than the date reflected on the cor- 
porate books and no sooner. Two: when 
transferring the assets of a going busi- 
ness to a corporation, avoid setting up 
liabilities to the transferors, lest they 
find themselves in receipt of taxable 
capital gains. 


No charter, no corporation 


Ralph G. Wootan, TCM 55-191, 
involves the date of both commence- 
ment and termination of corporate exist- 
ence. The taxpayer was a pharmacist. 
One Kitchen had bought a drug store 
business at a bankrupt sale. He moved 
it to Oklahoma City and operated it 
under the name of Broadway Drug 
Store. The taxpayer (Wootan) became 
the manager. Kitchen had a corporation 
named Broadway Drug, Inc., incorpo- 
rated under Arkansas law in 1937, but 
no property or capital was transferred 
to the corporation, and no capital stock 
was issued. The Oklahoma store con- 
tinued to be operated as a sole proprie- 


torship until February 25, 1938, when 
it, and the corporation, were sold to 
Wootan. 

Wootan operated the store as a sole 
proprietorship until January 1, 1939, 
when he commenced operations under 
the name Broadway Drug, Inc. The 
Arkansas corporation, on that date, 
acquired the assets of the business, but 
there was no formal assignment, and no 
stock was then issued, or ever thereafter. 
It qualified as a foreign corporation to 
transact business in Oklahoma on July 
29, 1939. The corporate organization 
was never perfected, although there was 
a stockholders’ meeting in 1938. On 
April 9, 1941, its charter was revoked 
for non-payment of franchise taxes by 
Arkansas. 

Corporate income tax returns were 
filed for Broadway Drug, Inc. for the 
years 1939-1946, inclusive, each of 
which reported a net loss. The Com- 
missioner assessed deficiencies for all 
of these years. He urged that it was 
either a de facto or de jure corporation 
until April 9, 1941, and thereafter an 
association taxable as a corporation. 
The taxpayer urged that it had a cor- 
porate existence in Oklahoma only for 
the period from July 29, 1939, to April 
9, 1941. 

The court upheld the taxpayer, held 
that, regardless of noncompliance with 
the formalities, the business was oper- 
ated by the corporation from January 1, 
1939, to April 9, 1941. Thereafter, since 
it was operated by one man, it was not 
an association taxable as a corporation, 
since the element of associates was 
missing. Since the corporation had no 
treasurer, the signature of the president 
alone on its returns was held sufficient. 


Eligibility for EPT benefits 


In Arizona Concrete Company, 
decided by the United States District 
Court for Arizona on June 3, 1955, the 
sole stockholder died on September 25, 
1945. The corporation paid income 
taxes for 1944, 1945, and 1946, and 
retained assets in excess of $100,000 
until July 31, 1946, when a liquidating 
dividend was paid by distributing the 
assets to the estate. The court held the 
corporation entitled to an excess-profits 
carryback from 1945. 

In ABC Brewing Corporation, 
decided by the Court of Appeals for 
the Ninth Circuit on June 22, 1955, a 
dissolution resolution was adopted on 
March 7, 1944. Business activities 
ceased and physical assets were trans- 
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ferred to a partnership before April 1, 
1944. Under state law, its corporate 
existence was continued only for the 
of winding up its affairs. 
Returns were filed for the fiscal years 
ended October 31, 1944, 1945, and 
1946, on the basis of which a refund, 
based on the carryback of unused ex- 
cess-profits credits, was asked for. 

At the time liquidation was com- 
menced, the corporation had assets of 
$1,500,000. By October 31, 1944, it had 
assets of $250,000 in cash and govern- 
ment securities. Under normal circum- 
stances, a corporation with assets of a 
quarter of a million dollars would be 
considered to be in business. However, 
the court found that this company had 


purpose 


ceased to exist as a corporation on April 
1, 1944, 

It would seem that if a corporation 
is not in existence for excess-profits-tax 
purposes, it would not be in existence 
for income-tax purposes. In this case, 
no tax was involved for the fiscal years 
1945 and 1946. If the corporation had 
had substantial income for those years, 
the decision could well have been differ- 
ent. The Commissioner here is skating 
on thin ice: the line between operating 
and liquidating can be very thin. A 
corporation wishing to avoid taxes on 
its income after normal business opera- 
tions have ceased might find this case 
helpful. 

The facts in the Arizona Concrete 
Company are set forth very sketchily 
in the opinion, but apparently business 
activity ceased with the death of the 
sole stockholder. It is quite possible 
that there is a conflict between these 
two cases. 

To summarize the rules laid down 
by these four cases, it appears that 
corporate existence for tax purposes 
starts with the transfer of assets to the 
corporation and ends with the cessation 
of real business activity. Compliance 
with the formalities of state law is not 
necessary, except that when the charter 
is finally revoked, existence as a corpo- 
ration is definitely terminated. 


Stock redemptions 

\ recent Ruling and decision point 
up the precarious path some taxpayers 
walk in their efforts to have corporate 
shuffling result in capital gains. This 
understandable objective, when a family 
corporation is involved, leads straight 
to Section 302 of the new Code. It 
appears that unless a family corporation 
can bring itself within one of the pro- 
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visions of Section 302, other than Sec- 
tion 302(b) (1), it will not get a favor- 
able ruling from the Service. 

Prior to the 1954 Code, the general 
rule was that the only test as to whether 
redemption of stock was taxable at cap- 
ital gains or not was whether the 
redemption was substantially equivalent 
to a dividend. This test is continued in 
Section 302(b) (1), but in addition, in 
the other three subsections of this 
section, specific rules are laid down 
which, if complied with, will result in 
capital gains treatment. These include 
substantially disproportionate redemp- 
tions, termination of shareholder’s inter- 
est, and certain redemptions of stock 
issued by railroad companies in reorgan- 
izations. 


Section 302 may help 


If you cannot bring your case within 
one of these rules, there is always the 
hope that you come under Section 
302(b)(1). To determine whether we 
are in the clear we must refer to the 
cases decided under Section 115(g) of 
the 1939 Code. At present, therefore, 
cases decided under the old law are 
still very important. 

Under Section 115(g) of the Internal 
Revenue Code, the Commissioner took 
the position that redemptions of stock 
of closely held family corporations 
would be carefully scrutinized. In many 
cases, even though a particular share- 
holder ended up owning no stock, there 
would be no real change in the eco- 
nomic situation, since other members of 
the family would still have control. In 
Rev. Rul. 55-515, the Commissioner 
has indicated that he will follow this 
policy in situations arising under 
Section 302(b)(1) of the 1954 Code. 
A corporation was owned by a dece- 
dent’s wife, his children, and a trust for 
his wife and children. The Commis- 
sioner ruled that if the corporation 
redeemed a part of the stock of the 
wife and trust, it would be treated as 
a dividend. The situation could not be 
brought under any of the other pro- 
visions of the law. 

In Rev. Rul 55-462, two unrelated 
individuals held all the stock. They 
owned the common equally. One share- 
holder owned 15 shares of preferred, 
the other 1. It was originally intended 
that each should own 15 shares of pre- 
ferred, but one of them did not have 
sufficient funds. The Commissioner 
ruled that 14 shares of preferred owned 
by one shareholder could be redeemed, 


and it would not be treated as a divi- 
dend under Section 302(b) (1). 

The case of Smith vy. U.S., decided 
by the Court of Claims on May 3, 1955, 
involved Section 115(g) of the 1939 
Code, but will be equally applicable 
under Section 302(b)(1) of the 1954 
Code. Two men acquired all the stock 
of a corporation. Not being able to 
operate it themselves, they contacted 
one Keegan, who agreed to be manager 
if he could own one-third of the stock. 
The corporation was quite successful, 
and part of the purchase price of the 
stock was paid for with funds borrowed 
from it. Later stock was redeemed to 
pay off these loans, and then to equalize 
the holdings of Keegan and the other 
two. The court held that the redemp- 
tions were done primarily to enable 
Keegan to acquire his one-third inter- 
est, and were not dividends. 

In Leake vy. Jones, decided by the 
District Court for Oklahoma on April 
22, 1955, a redemption of preferred 
stock to give a bank loan priority was 
held not substantially equivalent to a 
dividend, following Jones v. Griffin, 
216 F. (2d) 885, in which case the 
issue had been submitted to a jury. 

The case of Zenz v. Quinlivan, 213 
F. (2d) 914, has come in for a lot of 
comment in these columns. In that case 
the owner of a corporation sold a por- 
tion of her stock to an outsider, where- 
upon the corporation redeemed the 
balance. The lower court held the 
redemption to be a dividend, but this 
was reversed on appeal. In Auto 
Finance Company, 24 TC No. 47, this 
case backfired on a corporate taxpayer. 

The taxpayer held the stock of two 
subsidiaries which it desired to sell. 
The purchasers did not have funds 
enough to acquire more than the oper- 
ating assets. The taxpayer wanted to 
realize the assets not transferred as a 
dividend, rather than as a capital gain 
to get the 85% dividend credit. To 
accomplish this, a stock dividend in 
preferred stock was declared, and then 
the preferred was redeemed, prior to 
sale of the stock. The court held it a 
redemption rather than a dividend. 

The cases decided under Section 
115(g) are just as pertiner.t now as 
they were before the enactment of the 
new code. If you can’t accomplish a 
complete or disproportionate redemp- 
tion, check as to whether a case decided 
under Section 115(g) of the 1939 code 
won't bring you under Section 302(b) 
(1) of the 1954 Code. 2 
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Mills steps up campaign to kill tax 


exemption on dealings in treasury stock 


Na DIFFERENCE between treasury 

stock and unissued stock—and the 
different tax consequences possible with 
each—is being cited by Rep. Wilbur 
D. Mills (D-Ark.) 
to get Section 1032 repealed. Secretary 


in his campaign 


of the Treasury Humphrey has said that 
this section is not a loophole and should 
be permitted to stand. Mr. Mills charges 
that wide-spread tax avoidance is pos- 
sible through use of Section 1032. 

The Senate Finance Committee ex- 
plained the purpose of Section 1032 
this way: 

“Under present law (the 1939 Code), 
whether the disposition by a corpora- 
tion of shares of its own capital stock 
gives rise to taxable gain or deductible 
loss depends, under certain decisions, 
upon whether the transaction consti- 
tutes the dealing by a corporation in 
its own shares which is to be ascer- 
tained from all of the facts and cir- 
cumstances. The purpose of this section 
is to remove the uncertainties of pres- 
ent law. 


Technical differences 

Mr. Mills provides us with some 
very interesting technical background 
on the issue. He says this: 

The differences between authorized 
but unissued stock and treasury stock, 
while usually unappreciated by those 
outside the legal profession, are funda- 
mental to an understanding of why 
treasury stock is so much in demand 
for corporate business purposes. 

A corporation desiring to issue new 
stock must comply with nay laws and 
regulations which exist for the pro- 
tection of stockholders which are not 
applicable in the case of treasury stock. 
For example, the disposition of treas- 
ury stock lies completely within the 
discretion of the board of directors 
who may dispose of it without consid- 
ering the wishes of stockholders or 
considering stockholders’ preemptive 
rights. In addition, the directors may 
sell treasury stock for less than its par 
or stated value. Treasury stock is us- 
ually nonassessable and free of many of 
the State and Federal security regula- 
tions applicable to unissued stock and 
last, but not least, the Federal stamp 


tax imposed on the transfer of such 
stock is less than that imposed upon 
the issuance of stock. To these tradi- 
tional incentives for a corporation ac- 
quiring and dealing in its own stock, 
Section 1032 has made another and far 
more profitable addition. The corpora- 
tion can now by law deal in its own 
shares and enjoy its profits free of 
taxation. 

These, and other considerations, are 
not taken into account by those who 
argue that there is no practical differ- 
ence between a purchase and resale of 
a corporation’s stock and the purchase 
and retirement of stock followed by the 
issuance of new shares. The logic of 
bookkeeping may, indeed, take no cog- 
nizance of the differences, but this 
cannot obscure the practical differences 
inherent in the very nature of the two 
types of stock. 


Manipulation for tax advantage 


The differences in tax treatment ac- 
corded transactions involving newly is- 
sued stock and treasury stock by the 
statutes and courts led corporations 
holding both authorized but unissued 
stock and treasury stock to use the 
treasury stock only if the price they 
had paid for it was less than its cost, 
[query: more than resale value? Ed.] 
thus producing a tax loss. However, if 
the price paid for the treasury stock 
was less than its current market price, 
the authorized but unissued stock would 
be used to accomplish their purpose, 
thus avoiding the capital gain tax. In 
this manner, corporate taxpayers were 
enabled to eat their cake and have it 
too. This coupled with the uncertainty 
produced by the conflict between the 
Tax Court and the courts of appeal 
gave rise to Section 1032. 


The Treasury’s position 


When I drew the tax avoidance pos- 
sibilities of Section 1032 to the atten- 
tion of the Secretary of the Treasury, 
he replied, under date of June 6, 1955, 
denying the existence of the loophole 
in the following language: 

“The Treasury staff has reviewed 
again Section 1032 of the Internal Rev- 
enue Code which you asked me to look 


at because it was alleged to be a loop- 
hole that would result in large revenue 
losses. We believe this is not the case 
and that new rules adopted in 1954 are 
better than the old law. 

“Under the old law, companies could 
take a tax loss on sales of treasury stock 
if they had a loss on it, but if there was 
a gain involved, instead of selling treas- 
ury stock and having a tax to pay on 
the gain, they could simply issue new 
stock which did not result in any tax- 
able gain. Thus the old law really pro- 
vided a loophole because companies 
could take losses but avoid taxes on 
gains. The opportunity to handle trans- 
actions to the taxpayer’s advantage was 
noted in the report of the joint treasury 
and Congressional Staff Committee in 
1953 which studied this point of the 
tax law. 

“Corporations typically buy and use 
their own stock only for limited pur- 
poses, in connection with mergers or 
stock option and bonus plans. These 
transactions can be and often are han- 
dled by newly issued stock and are then 
clearly capital transactions. The fact 
that they may buy their own stock and 
use it instead of new stock does not 
change the real character of the trans- 
actions. 

“The Securities and Exchange Com- 
mission holds that any gain or loss 
arising from dealings in treasury stock 
affects the capital account and should 
not be reported in income or in earned 
surplus. Thus the old tax rule was di- 
rectly contrary to what was required 
for reports to stockholders and the 
public. 

“There are relatively few instances 
where corporations deal in their own 
stock for profit and loss. If officers ar- 
range for a corporation to buy up its 
own stock because of inside informa- 
tion, both the corporation and its offi- 
cers are liable to the same sort of pen- 
alties under the Securities and Exchange 
Act as the officers would be if they 
traded in the stock for their own ac- 
count. 

“We shall continue to watch the op- 
eration of this and all other provisions 
of the tax law. If any abuses arise we 
shall promptly report them to the Con- 
gress.” 


The effect of SEC rules 


Although I have a high regard for 
the Secretary, as a member of the tax- 
writing Ways and Means Committee, I 
feel qualified through actual experience 
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inaccuracies of the 
Secretary's opinions with respect to the 
existence of a loophole and I was under 
the impression that his statements re- 
garding the operation of the laws ad- 
ministered by the Securities and Ex- 
change Commission were incorrect. 

To verify my impression I wrote to 
the SEC asking if there was any law or 
regulation imposing a penalty on a cor- 
poration buying and selling its own 
stock similar to the penalty imposed 
upon the officers or directors of corpo- 
rations who indulge in inside dealings. 
On this point the SEC replied: 

“There is no law or regulation which 
imposes upon a corporation that buys 
and sells its own stock the penalty that 
is imposed upon officers and directors 
who trade in, such stock, such as pro- 
vided by Section 16 (b) of the Securi- 
ties Exchange Act of 1934. In this con- 
nection rule X-16A-4 (b) exempts from 
the provisions of Section 16 (b) securi- 
ties reacquired by an issuer for its ac- 
count during the time they are held by 
the issuer. Clearly, the issuer could not 
recover trading profits from itself.” 

The SEC also supplied me with the 
information that of hundreds of thou- 
sands of corporations required to regis- 
ter, only 376 companies subject to the 
Public Utilities Holding Company Act 
of 1935 and 354 companies subject to 
the Investment Company Act of 1940 
are subject to restrictions imposed by 
the Securities and Exchange Commis- 
sion regarding the acquisition and sale 
of the companies’ own stock. The Se- 
curities and Exchange Commission has 
similar authority with respect to securi- 
ties issued by closed-end investment 
companies. It appears that the SEC’s 
statement is directly contrary to that of 
the Secretary of the Treasury. The rest 
of the Secretary’s statements are simi- 
larly subject to criticism because they 
are not directed to the subject at hand. 
For example, it is true that the SEC 
holds that gain or loss arising from deal- 
ings in treasury stock affects the capital 
account of a corporation and should not 
be treated as income or earned surplus. 
However, this ruling is premised upon 
the requirements not of taxation but 
business reporting. The logic of book- 
keeping may require such profits to be 
excluded from the operating income of 
a corporation, but the logic of taxation 
was, until Section 1032, and should now 
be, equally adamant in requiring such 
profits to be included in income for the 
purpose of determining the corporation’s 


to- recognize the 
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income tax. These profits should also 
be included in earnings and profits of 
the corporation for purposes of deter- 
mining the amount of dividends. 


Large volume of transactions 

The Secretary of the Treasury as- 
sures me in his letter that there are 
relatively few instances where corpora- 
tions deal in their own stock for a 
profit. However, he does not attempt to 
prove his point with statistics, and his 
statement would seem to be contra- 
dicted by the fact that 11 cases, involv- 
ing $830,000, are currently pending be- 
fore the courts. Untold others involving 
pre-section-1032-law are yet to be proc- 
essed before assessments can be made. 
If only those companies listed on the 
New York Stock Exchange are taken 
into account, the amount of treasury 
stock held is tremendous and the vol- 
ume of trading in such shares is more 
than substantial. 

It is my belief that the enactment of 
Section 1032 has served to increase the 
volume of trade in treasury stock, and 
such trade will continue to increase in 
volume now that such transactions are 
no longer subject to the capital gains 
tax. Section 1032 is more than a loop- 
hole. It is an open sesame to specula- 
tion by a corporation in its own stock— 
an invitation to reap untaxed profits. 

The law existing prior to the enact- 
ment of Section 1032 had its imperfec- 
tions and uncertainties. This, I do not 
deny. But Section 1032 is worse as a 
cure than the disease. Under the old 
law, corporations were not freed from 
the reporting requirement with respect 
to dealings in treasury stock generally 
imposed by the tax laws. This provided 
a source of information as to the num- 
ber of corporations dealing in their own 
stock and as to the number and value 
of the shares involved. This require- 
ment, together with the fact that cor- 


porations were required to pay taxes 
on any gain derived from dealing in 
their own shares, acted as a brake on 
the number of companies indulging in 
such activity. 


Old regulations better 


Putting the best face possible upon 
Section 1032, it is a poor substitute 
for the Treasury regulations which its 
authors intended it to replace. The pro- 
vision is not as broad as the regula- 
tions. It mentions neither the tax conse- 
quences to a corporation on acquisition 
of its own capital stock nor the conse- 
quences to the corporation when such 
stock is exchange for services rather 
than money or property. If the objec- 
tives of the section had any justification 
at all, that justification lies only in the 
fact that a corporation should be en- 
titled to reward the services of its em- 
ployees through incentive plans involy- 
ing the corporation’s stock. 

The tax laws have long been designed 
to encourage such incentive programs. 
However, Section 1032 fails to include 
services as one of the considerations for 
which a corporation can gain its bene- 
fits. Yet a loophole is wide open in it 
for transactions involving money or 
property. 

I believe that it is possible to deal 
with the problems proposed by the old 
Treasury regulations without granting 
the carte blanche of untaxed profits 
awarded by Section 1032 for that rea- 
son, I renew my request to the Secre- 
tary of the Treasury for a review of 
Section 1032, for a review of the work- 
ings of section 1032 in conjunction 
with subchapter C of chapter 1 of the 
Internal Revenue Code of 1954, and 
urge him to make recommendations for 
bringing that section into line with the 
sound administrative and fiscal prin- 
ciples which should govern our tax 
laws. * 


Effect of Section 1032 on treasury 


stock issued for services is not clear 


ib view of the storm brewing (see 
page 290) over repeal of Section 
1032, which grants tax exemption to 
transactions in treasury stock, the analy- 
sis by Russell E. Carlisle of this whole 
question is of considerable current im- 
portance. Writing in the April George 
Washington Law Review (page 558) 
he explores particularly the situation 


with respect to use of treasury stock 
as payment for services. The following 
excerpts from Mr. Carlisle’s comments 
are of especial interest: 

One of the more perplexing provi- 
sions of the Internal Revenue Code of 
1954, Section 1032, provides that no 
gain or loss will be recognized to a 
corporation on receipt of money or 
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other property in exchange for its stock, 
including its treasury stock. The legisla- 
tive history of the bill states: “The pur- 
pose of this section is to remove the 
uncertainties of present law.” At the 
time the report was written the “un- 
certainties” consisted of a conflict be- 
tween the Tax Court on the one hand 
and four United States Circuit Courts 
of Appeals on the other over the proper 
interpretation of language in the 
Treasury) 


tion 22 (a) of the Internal Revenue 


regulations relating to Sec- 


Code of 1939 and similar sections of 
prior Revenue Acts. These regulations 
provided that a corporation realized tax- 
able gain or deductible loss when it 
dealt in its own stock as it might in that 
of another corporation. 

Not all 
however, for there remains an impor- 


problems were removed, 
tant uncertainty arising from the failure 
of the law to cover the not uncommon 
situation where stock of the corporation 
is exchanged for services, rather than for 
money or other property. The Senate 
Finance Committee attempted to cor- 
rect the omission by an amendment con- 
tained in the so-called “bob-tail” tax 


bill but this bill failed of 
in the closing days of the Eighty-third 


passage 
Congress 


Past tax treatment of treasury stock 


Subsequent to its organization, a cor- 
poration may dispose of its own stock in 
three ways. It may authorize and issue 
new stock; it may issue authorized but 
previously unissued stock or it may sell 
shares held as treasury stock. The first 
two situations have consistently been 
treated for tax purposes as capital 
transactions, creating new equities in 
the corporation, and not resulting in tax- 
able gain or deductible loss, even 
though issued at a premium or discount. 
However, when gain or loss results 
from disposition of treasury shares, the 
tax consequences have been uncertain 
and controversial. 

Many 
significant amounts of treasury stock 
holdings and dispostion of these hold- 


American corporations have 


ings or money, stock or services is com- 
mon. 


Advantages of using treasury stock 
There are distinct advantages in using 
treasury stock in preference to the other 
types mentioned. The main advantage 
is that its disposition is usually within 
the discretion of the board of directors 
who need not consult the shareholders 
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or consider their preemptive rights, and 
may sell for less than par or stated 
value. Furthermore, the stamp tax on 
transfer is lower, the stock is nonas- 
sessable, and state or federal securities 
regulations usually do not apply. While 
none of these factors may be controlling 
and some may be obviated by specific 
provisions of the corporate charter, by- 
laws, or the state corporation law, their 
cumulative effect may be that it is 
easier and more convenient to use treas- 
ury stock. 

Under all the Revenue Acts since the 
Sixteenth Amendment except the In- 
ternal Revenue Code of 1954, the ques- 
tion of taxable gain or deductible loss 
on disposition of stock has been dealt 
with in Treasury regulations interpret- 
ing the provisions of the law defining 
gross income. Gain on sale: of treasury 
stock, was treated as taxable in the 
regulations under the Revenue Acts of 
1916 and 1917; the regulations for the 
Revenue Act of 1918 stated. [T]he 
sale of such [treasury] stock will be 
considered a capital transaction and will 
not constitute income to the corporation. 
This provision was continued in the 
regulations under subsequent acts with- 
out substantial change until 1934. 

The Treasury Department based its 
1934 change in the regulations upon 
the decision in Commissioner v. S. A. 
Woods Machine Co., (57 F. 2d 635) 
which involved a corporation’s allowing 
its debtor to satisfy his obligation by 
surrendering the corporation’s stock and 
which did not involve a disposition of 
shares. In T. D. 4430 the Treasury De- 
partment seized upon the broad lan- 
guage of the opinion in the Woods case, 
to the effect that taxability depended on 
the real nature of the transaction, i.e., 
whether the corporation has dealt in 
its own stock as it might in the shares 
of another corporation. 


Nature of the transaction 

There soon developed two divergent 
lines of authority. The Tax Court took 
the position that a corporation was not 
dealing in its shares as it might in the 
shares of another where it had a motive 
other than profit for using its own stock, 
such as implementing an employee 
profit sharing plan, or keeping stock 
ownership in the active management 
group. Several of the Circuit Courts of 
Appeals rejected the motive test and 
held that disposition of treasury stock 
was taxable except in the case of capital 
readjustment or actual retirement and 


reissuance of the shares (not a case of 
treasury shares). 


Effects of Section 1032 


The rule announced by Section 1032 
of the 1954 Code, that no gain or loss 
will be recognized to the corporation 
on the receipt of money or other prop- 
erty in exchange for stock (including 
treasury stock) of the corporation, seems 
to revert to the pre-1934 rule, to equate 
the sale of treasury stock with the issu- 
ance of authorized but previously un- 
issued stock and to adopt the theory 
that it is a capital contribution. How- 
ever, Section 1032 is not as broad as the 
regulations under the 1939 Code, since 
it mentions neither the possible tax con- 
sequences to a corporation on acquisi- 
tion of its own capital stock, nor those 
consequences when stock is exchanged 
for services. 


Section 1032 doesn’t cover 

The stock-for-services situation is not 
covered, Section 1032 expressly men- 
tioning money or other property but not 
services. The stock-for-services prob- 
lem was covered by the general lan- 
guage of the regulation under the 1939 
Code and was treated in one important 
case, Helvering v. Edison Bros. Stores, 
(133 F. 2d 575 (8th Cir.), cert. denied, 
319 U.S. 752 (1943)) which held that 
in order to deduct the fair market value 
of the stock as compensation the cor- 
poration must include in income the 
difference between the cost and fair 
market value as income. The attempt to 
amend Section 1032 by means of the 
“bobtail” bill and thus to remedy the 
difficulty indicates that the draftsmen 
were uncertain whether the present 
language includes the stock-for-services 
situation. 

The phrase “other property” is not 
defined in Part III of Subchapter 0 
(which contains Section 1032) nor does 
any definition of property include the 
distribution of stock for past services. 
While the intent of Congress was to 
remove the uncertainties as to tax con- 
sequences in all dispositions of treasury 
stock, legislative intent is no substitute 
for statutory language. 

To come within the coverage of the 
section, the corporation might declare 
the bonus or other compensation in 
money terms, distribute the stock, and 
then contend that payment in stock was 
a purchase of the employee’s claim 
against the corporation, a chose in ac- 
tion which would be within a broad 
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definition of property. This position 
would seem to require a straining of the 
language of the statute and is of doubt- 
ful validity in view of the tendency of 
courts to look to substance and to reali- 
ties in tax cases. An alternative argu- 
ment is that the employee bought stock 
with his bonus money, thus coming 
within the exchange-for-money situa- 
tion. This contention is objectionable, 
however, on the same ground, and on 
the additional basis that it may be in- 
consistent with the position that the 
taxpayer had adopted in years which 
are still open and which are governed 
by the regulation under the 1939 Code, 
namely, that the corporation has not 
dealt in its own capital stock as it might 
in the stock of another corporation. In 
a recent Tax Court case (Foxon Co., 
Memo No. 49, on Feb. 28, 1955) 
employees accepted treasury stock in 
lieu of their bonuses; the court called 
sale. This decision 
should not receive much weight in the 


the transaction a 
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interpretation of Section 1032, how- 
ever, because the old regulations 
covered all dispositions of treasury 
stock, rather than specifically enumerat- 
ing money or other property. Thus, 
there was no reason for considering 
such a distinction under the 1939 Code. 

It is possible that regulations for the 
1954 Code, which have not yet been 
issued as to the section under considera- 
tion, may interpret this section as cover- 
ing the stock-for-services problem. How- 
ever, regulations are only authorized to 
interpret the provisions of the Code 
which may be general or ambiguous, the 
present language of the section seems 
too clear to permit such an interpreta- 
tion, even under the broadest possible 
definition of “other property.” Nor 
would such a regulation be a perma- 
nent solution of the problem since it 
might be amended, as it was in 1934, 
or even successfully attacked by a tax- 
payer seeking recognition of a loss on 
a stock-for-services disposition. 





Redemption of stock held in trust is a 


dividend; beneficiary retained direct 
interest. A corporation redeemed some 
stock which was held in a testamentary 
trust. The Service holds that the re- 
demption constitutes a distribution es- 
sentially equivalent to a dividend. The 
corporate stock was owned by a father 
(decedent) 999 shares, his wife 1 share 
and the son who actually operated the 
business 500 shares. Under the father’s 
will his stock was put in trust with the 
widow as life beneficiary. Upon her 
death the principal would go half to the 
son and half to a daughter. The son in- 
sisted on full control and the corpora- 
tion redeemed the trust stock at slightly 
below book value. The Service points 
out there were no previous dividends 
paid; no contraction of the business; no 
business purpose; the redemption pay- 
ment approximated the surplus. Rev. 
Rul. 55-547. 


“First taxable year” for loss carryover 
does not include time prior to doing 
business. An operating loss for a first 
taxable year beginning in 1949 and end- 
ing in 1950 may be carried forward five 
years. In determining the period of a 
net operating loss carryover, the “first 
taxable year” of a corporation does not 
include a period during which, while 


nominally in existence and having filed 
a return, it has not perfected its organ- 
ization, transacted any business, re- 
ceived income from any source, or in- 
curred expenses. Rev. Rul. 55-503. 


Advances on incorporation bona fide; 
interest thereon allowed at stipulated 
rate. Upon incorporation of taxpayer, 
a wholesale liquor partnership, an 
amount of $131,670 (representing the 
partnership’s undistributed profits) at 
4% interest was entered in the corporate 
books as an account payable to the 
former partners and sole stockholders. 
The corporation was capitalized at $30,- 
000 which was the capital investment 
in the original partnership. The “ac- 
counts payable” were held to be bona 
fide. However, the accrual of interest 
at 5% was in error. The amount allow- 
able is 4%, the rate provided for on 
incorporation. Bakhaus and Burke, Inc., 
TCM 1955-227. 


Incorporation of partnership too thin; 
capital $1,000 loans $174,000. Upon 
learning of the serious illness of one of 
three brothers, partners in a paint store, 
they decided to incorporate the busi- 
ness to insure continuity. The capital of 
the corporation was $1,000, but it bor- 
rowed $50,000 from the brothers and 
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bought the assets of the partnership for 
some $124,000 of its notes. The court 
held that the “indebtedness” was really 
the capital of the firm. Repayments of 
the “loans” are taxable as dividends. 
Miller Estate, 24 TC No. 103. 


Short taxable year of a subsidiary need 
not be annualized. The separate return 
filed by a subsidiary for the short pe- 
riod immediately preceding the date on 
which its income is included in a con- 
solidated return is not attributable to 
a change of accounting and need not be 
annualized. Rev. Rul. 55-566. 


Filing Form 7004 for subsidiaries is not 
an election to file a consolidated return. 
Where an extension of time to file a 
consolidated return is desired, a parent 
corporation may request extensions for 
each subsidiary by listing their names 
and addresses on and filing Form 7004. 
However the fiing of such form is not 
considered as an exercise of the privi- 
lege of making a consolidated return. 
Rev. Rul. 55-560. 


Corporate black market profits were 
dividends to stockholder. Taxpayer cor- 
poration bought and sold in the black 
market. These transactions were not 
entered on its books or tax returns. The 
over-ceiling payments went directly to 
the stockholders. The corporation ar- 
gued that understated sales were offset 
by understated purchases. The Tax 
Court gave taxpayer corporation credit 
for only a few understated purchases 
which were proved, and held that black 
market profits as determined by the 
Commissioner were dividends to tax- 
payer stockholders. The Circuit Court 
affirmed this, as well as the Tax Court’s 
finding of fraud, without discussion. It 
did discuss briefly the Tax Court’s dis- 
allowance of travelling and entertain- 
ment expense and allowance of deduc- 
tions for gas, parts and repairs, and 
affirmed. It held that the Tax Court 
was entitled to judge the credibility of 
the witnesses. A factor in such credi- 
bility is conduct of practices violative 
of federal price controls. Chesbro, CA-2, 
8/9/55. 


Distribution of current earnings in liqui- 
dation is a dividend for holding com- 
pany surtax. Taxpayer was a personal 
holding company prior to its total dis- 
solution on June 14, 1948. Throughout 
the year taxpayer had a deficit in its 
accumulated earnings and profits, but 
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it did have current earnings and profits. 
Taxpayer contended that the current 
earnings and profits distributed in dis- 
solution were dividends for the divi- 
dends used in'computing the paid credit 
personal holding company surtax. The 
court held for the taxpayer, saying that 
by complete liquidation it got current 
earnings into the hands of its stock- 
holders. This satisfied the intent of Con- 
gress in imposing a surtax on undis- 
tributed personal holding company 
The court that the 
Commissioner had changed his position 
on this issue in 1954. An IT, issued in 
1937 and in effect while the taxpayer 


earnings. noted 


liquidated, supported taxpayer’s argu- 
ment. St. Louis Co., DC Del., 7/28/55. 


Construction company not taxable on 
profit paid to affiliated foundation. Tax- 
payer was a heavy construction com- 
pany. Being unable to secure the neces- 
sary performance bonds or to borrow 
from usual sources, it was able to bor- 
row $75,000 from a foundation created 
some five years before by the family of 
the owners of 2/3 of taxpayer's stock. 
For the the foundation was to 
secure 50% of the profit on the job; this 
amounted to about $34,000 in one year 


loan 
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and $87,000 in the second. These 
amounts the Commissioner determined 
to be taxable to the taxpayer. The Tax 
Court disagrees; the loan was negoti- 
ated fairly and was bona fide. Stevens 
Brothers and Miller Hutchinson, 24 TC 
No. 106. 


Can deduct operating expenses though 
title is in wholly-owned corporation. 
Taxpayer claimed a $6,000 operating 
loss on rental property the title to which 
was in taxpayer's wholly owned corpo- 
ration. He had reported income and ex- 
penses of this property on his personal 
return for prior years; the corporation 
was inactive. The court finds that the 
corporation had no business activity and 
should be regarded as a sham. Wilwerth, 
TCM 1955-248. 


Pro-rata partial liquidation not a divi- 
dend despite accumulated earnings. A 
corporation made a pro-rata distribution 
to its 3 stockholders, 2 of whom were 
estates, and cancelled and redeemed 
a proportionate number of their shares 
of stock. The distribution was at the 
request of the executors of the estates 
who wished to liquidate part of the 
stock held by them. The Collector ar- 


gued that the distribution was essen- 
tially equivalent to a taxable dividend 
and was less than accumulated earnings. 
The court rejected this argument which 
would treat his question as purely 
mathematical. It merely stated briefly 
that under the facts the distribution was 
not essentially equivalent to a taxable 
dividend. Atlantic Nat’l Bank, DC Fia., 
8/8/55. 


Basis of assets depends on law of reor- 
ganization at time of acquisition. Tax- 
payer's predecessor, a railroad corpora- 
tion, was in voluntary receivership in 
1917 when taxpayer was formed and 
acquired all of the predecessor’s prop- 
erty. The court held that the acquisition 
was a tax-free reorganization of the old 
railroad corporation under the 1918 
Revenue Act which was in effect at the 
time the events occurred, and the basis 
for the property to the taxpayer was its 
predecessor's basis. The government’s 
contention was that the 1939 Code and 
not the Revenue Act of 1918 should 
control the question whether a reorgani- 
zation occurred in 1918 on the ground 
that that was the intent of Congress. 
Minneapolis Northfield & Southern Ry, 
CA-8, 9/1/55. 
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CURRENT MINING, OIL, AND GAS DECISIONS 








Depletion not reduced because of pay- 
ments to contractor. It had no interest 
in coal. The Commissioner contended 
that in computing percentage deple- 
tion, taxpayer must deduct from its 
gross income (on which depletion is 
computed) not only royalties paid to 
the land owner but also payments to 
the strip mine contractor. The court 
found that the contractor had no in- 
terest in the coal in place. The contract 
price varied with its labor cost, not 
with the sales price of the coal. The 
Court commented that the contractor’s 
in stripping equip- 
ment was irrelevant to this controversy. 
Since the contractor would not be en- 
titled to percentage depletion, pay- 
ments to it do not reduce income sub- 
ject to depletion. Hamill Coal Corp., 
TCM 1955-68. 


heavy investment 


U.S. permit to dredge river does not 
give a depletable interest in gravel. A 
taxpayer dredging sand and gravel 
from the bed of a navigable river under 
a U.S. permit is not entitled to percent- 
age depletion on commercial sale of 
such deposits. The permit gives tax- 
payer no property rights in the deposits; 
it merely waives objection to operation 
as it affects public navigation rights. To 
be entitled to percentage depletion, tax- 
payer must show an exhaustable eco- 
nomic interest in the deposits and the 
permit in and of itself grants no such 
interest. Rev. Rul. 55-251. 


IRS sticks to original interpretation of 
“ordinary treatment processes” for per- 
centage depletion of brick and tile. 
Gross income on which percentage de- 
pletion is allowed, is the value of the 
“ordinary treatment proc- 
The IRS in Rev. Rul. 54-109 
held that transforming clay into brick 
and tile by molding machine, by burn- 
ing the units in kilns, and by loading 
the burnt brick and tile for shipment 
was not part of “ordinary treatment 
processes” of mining. In Cherokee Brick 
& Tile Co., the circuit court held other- 
wise. It allowed depletion on the value 
of the clay after these processes. Al- 
though the government has not applied 


ore after 


esses. 





for certiorari, it will refuse to accept 
that decision. Rev. Rul. 55-244. 


Data required in return is specified for 
operating unit if any properties therein 
are aggregated, Taxpayers may elect to 
treat as “one property” separate mineral 
interests which constitute an operating 
unit. This election is in connection with 
computing percentage depletion, which 
cannot exceed various percentages of 
net income from the property. Taxpayer 
in electing must attach to his return 
maps and other data, specified in the 
temporary rules, for both the proper- 
ties aggregated and also other proper- 
ties in the same operating unit as ag- 
gregated properties. Notice IRB 1955- 
15,32. 


Net exploration expenditures may be 
expensed or deferred. A mining com- 
pany in the exploration stage may elect 
to deduct or to treat as deferred ex- 
penses the excess of exploration ex- 
penditures over the incidental sales 
proceeds of minerals. The amount sub- 
ject to this election may not exceed 
the statutory limitation of $100,000. 
Rev. Rul. 55-430. 


OIL & GAS DECISIONS 


Fixed mineral lease payments are ad- 
vance royalties deductible by payor. 
Taxpayer was the assignee of a lease 
under which it paid in addition to stated 
royalties, $300,000, payable $7,500 a 
quarter, for the 10 year period of the 
lease. Taxpayer contended the quarterly 
payments were deductible as lease 
rentals, or if not, then as bonuses or ad- 
vance royalties. The Government main- 
tained that such payments were pay- 
ments for the lease and recoverable only 
through depletion. As the taxpayer was 
entitled to percentage depletion, in- 
creasing the capital costs would not af- 
fect its depletion deductions. The court 
held the payments were not delay 
rentals because they were payable re- 
gardless of production. They were not 
rental because taxpayer acquired an 
economic interest in the oil in place. 
They were advance royalties and since 
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they were admittedly depletable income 
to the recipient, the lessor, the court 
holds they are deductible advance roy- 
alties to the taxpayer lessee. Jefferson 
Lake Sulphur Co., DC La. 6/27/55. 


Payments received for sand and gravel 
removed are depletable income. Tax- 
payer received payments under a lease 
involving removal of sand and gravel on 
taxpayer's premises. The court holds 
they were not capital gain as a result of 
“sale” of the deposit, they were ordinary 
income subject to a depletion allowance. 
Albritton, 24 TC No. 99. 


Life insurance companies not taxed on 
oil and gas royalties. Gruss income for 
a life insurance company is defined in 
the Code as “interest, dividends and 
rents.” Royalties received under oil and 
gas leases are held not to constitute 
“rents” and are therefore not includible 
in the company’s income. Pan-American 


Life Ins. Co., 24 TC No. 98. 


Shore owner has economic interest in 
offshore oil. Taxpayer owned seashore 
lands in California and granted a drill- 
ing company the right to come on its 
land in order to drill wells slantwise to 
reach oil deposits owned by the govern- 
ment beneath the sea. The drilling com- 
pany agreed to pay taxpayer a percent- 
age of the net profits from the sale of 
oil taken from the wells. The Commis- 
sioner “to protect the revenue” disal- 
lowed depletion claimed by both the 
drilling company and the taxpayer. As 
to the drilling company, the Tax Court, 
affirmed by the 9th Circuit, held in an- 
other case that it had depletable inter- 
est and it alone was entitled to a deple- 
tion allowance, i.e., it was not required 
to deduct payments to the land owner 
from income subject to a percentage de- 
pletion. Here, the Court of Claims has 
the case of the owner of the land. It dis- 
agrees with the Circuit Court and holds 
that the taxpayer had an important eco- 
nomic interest in the oil under the 
State’s submerged lands by reason of its 
control over the recovery of the oil. 
Depletion deduction allowed to the tax- 
payer on its precentage of the net 
profits. Two concurring judges would 
emphasize that the right to drill oil, 
given by the State, was by law condi- 
tioned on the driller’s getting an ease- 
ment from the owner of the shore land. 
Thus the land owner was given eco- 
nomic interest in the oil in place. Hunt- 
ington Beach Co., Ct. Clms., 7/12/55. 
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Federal tax liens: a warning to the 


unwary to remember their force & effect 


\ 4 OST TAX PRACTITIONERS rarely have 
M to deal with federal tax liens; in 
fact the lien is generally more signifi- 
cant, and troublesome, to the practi- 
tioner in law or accounting when he is 
dealing with non-tax matters and he 
least expects to have to pay attention 
to tax considerations. 

Because so little is published on this 
potentially very dangerous matter, we 
seize the opportunity to present here 
the substance of a discussion prepared 
by J. Leon Katz, Detroit attorney with 
considerable experience in the Revenue 
Service. We excerpt the following para- 
graphs from the Michigan State Bar 
Journal: 

The Treasury Department has just 
published regulations relative to sub- 
chapter F of the 1954 Internal Rev- 
extue Code, Procedure and Administra- 
tion. Among them will be found Sec- 
tions 301.6321 through .6325 covering 
liens. While the regulations under the 
old law covered only releases and par- 
tial discharges, the new ones generally 
restate all the provisions of the code and 
the substance of existing court decisions 
on the subject. To some extent this re- 
statement has clarified the right of 
purchasers, mortgagees and pledgees 
without notice or knowledge of the 
existence of federal liens. However, it is 
once again necessary to call attention to 
the fact that, particularly in real estate 
transactions, there lurks a pitfall that is 
sometimes overlooked. 


Valid without recording 

The federal tax lien is not an inchoate 
or general lien but a fully perfected 
lien which arises as to income tax at 
the time the assessment list is received 
by the director, and as to estate and gift 


tax at the date of death or gift, not- 
withstanding the fact that the demand 
and failure to pay may take place later. 
Federal liens are very broad in their 
scope and attach to all property of the 
taxpayer (Section 301.6321). Pur- 
chasers and encumbrancers for value 
are afforded protection by a recording 
provision as to income tax liens (Sec- 
tion 6323). When the federal tax lien 
was first created by statute it contained 
no such protective provision (United 
States v. Snyder, 149 US 210); today 
that situation still exists as to estate and 
gift taxes—recording of the lien is not 
required (Section 6324 and Reg. Sec. 
301.6324). As to income tax liens, their 
duration under Section 6321 is six years 
from assessment, unless extended, (see 
Citizens National Trust v. U.S. 135 
Fed. (2d) 527), and as to estate and 
gift tax their duration is ten years from 
the date of death or gift (Section 6324). 


Property covered 

The federal tax lien applies to after 
acquired property (Reg. Sec. 301.6321- 
1; Glass City Bank v. United States 
326 US 365). It may reach the interest 
of a beneficiary of a spendthrift trust, 
usually immune to ordinary creditors 
(United States v. Dallas National Bank 
152 Fed. (2d) 582; Re Rosenberg 269 
N.Y. 247 cert. den. 298 US 669), and 
is not subject to state exemptions and 
homestead laws (Shambaugh v. Sco- 
field 132 Fed. (2d) 345). It can reach 
the cash surrender value of life insur- 
ance, where the policy is fully within 
the control of the taxpayer insured. 
(Knox v. G. W. Life Assurance. Co. 
109 Fed. Supp. 207). Of course, it does 
not apply to interests in property which 
do not belong to the taxpayer; and if the 


assessment or liability is not a joint 
one, will not apply to a tenancy by the 
entirety or property in which the tax- 
payer’s wife has a valid interest. ( United 
States v. Nathanson 60 Fed. Supp. 193 
(Mich.); Jones v. Kemp 144 Fed. (2d) 
478; U.S. v. Hutcherson 188 Fed. (2d) 
620). The regulation Section 301.6323- 
1 (a) (2) (b) makes clear that where 
questions of priority exist, the definition 
of a judgment creditor is a legal one. 


Notice 

As to all except security purchasers 
the recording of the income tax lien is 
notice. The new law changes the ju- 
dicial rule that filing for record must be 
in the manner required by state laws; 
it need only conform to the rules of the 
U.S. district court (Section 6323 (b)). 
These do not require a description of 
specific property. The exceptional treat- 
ment of securities which was put into 
the law by the 1939 Revenue Act to 
facilitate their negotiability, has been 
retained in Section 6323 (c), and ex- 
tended to apply to gift and estate taxes, 
Section 6324 (c). Regardless of record- 
ing, the lien is not valid as against 
the mortgagee or purchaser for value 
of securities who is without notice or 
knowledge (Morrison v. United States 
26 Fed. Supp. 433). The regulation 
Section 301.6323-1 (b) for the first 
time in this connection defines adequate 
and full consideration in money or 
money’s worth so as to exclude the com- 
mon law consideration which is not 
reducible to a money value. It is sig- 
nificant that the words bona fide are 
not used in this statute and regulation, 
with respect to the subsequent pur- 
chaser. This was no oversight. 


Estate and gift tax liens 


A caveat should be sounded with 
reference to estate and gift taxes. The 
writer has had occasion to process de- 
linquent gift tax and estate tax returns 
in several situations where it was not 
until several years after the lien had 
attached that real estate 
revealed the necessity of removing the 
government’s liens, although not of rec- 
ord. It should be noted that when a 
gross estate exceeds the $60,000 exemp- 
tion, regardless of the deductions, an 
estate tax return is due within fifteen 
months of the date of death. Penalties 
up to 25% are enforced in estate and 
gift tax matters much more harshly than 
in income tax. The estate tax lien covers 
all property comprising the gross estate 
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as defined in the: federal estate tax 
laws, and, therefore, frequently includes 
property which does not pass under 
local laws and is not listed among assets 
in the probate court files. Such prop- 
erty would include jointly owned or 
entirety property. It has been estab- 
lished in Detroit Bank v. United States, 
317 US 329, that the estate tax lien is 
independent of the general lien statute 
(now Section 6321), and that irrespec- 
tive of demand or date of assessment, 
the lien relates back to the date of the 
decedent’s death and is superior to 
claims of subsequent purchasers or en- 
cumbrancers for value. Reg. 301.6324 
(c) emphasizes that both liens may 
exist simultaneously. The statutory re- 
lief given as to income tax liens to over- 
come the problem raised by the Snyder 
supra, was not extended to 
estate and gift tax liens. 

Some confusion has arisen as to the 
effect of Section 411 (a) of the Rev- 
enue Act of 1942 amending Section 


827 (b) of the Interna] Revenue Code 


decision, 


of 1939. This added a provision divest- 
ing the lien as to a bona fide purchaser 
for an adequate and full consideration. 
This is now Section 6324 (a) (2) with 
an added protection as to employees’ 
trusts. Actually, a purchaser in a case 
of jointly owned or entirety property 
would obtain scant protection from this 
statute, for regardless of a full consid- 
eration paid, he could not be bona fide 
since he would be held to notice of the 


government’s liens so long as any 
grantors decedent co-tenant in the 
chain of title had left property to a 


survivor within ten years, which, when 
added to the probate estate of such de- 
cedent, would make a taxable federal 
estate. If no return was filed, or, if 
there was a deficiency outstanding as to 
a return on file, unless the limited ex- 
ceptions of Section 6324 (a) and the 
regulation 301.6324-1 (a) (2) can ap- 
ply, the purchaser will not get good 
title 

It is fundamental that good faith is 
not less important than payment of 
consideration where questions of pri- 
ority and notice are involved. In equity, 
good faith cannot exist where one is 
constructively put on notice and ne- 
glects to find the true facts. It is ap- 
parent that Congress intended that the 
equitable doctrine as to good faith and 
notice should apply. Notwithstanding 
even a recorded lien, the security pur- 
chaser is held to actual notice or knowl- 
edge, while other purchasers are af- 


fected by notice implied from the re- 
corded income tax lien. 

So also as to the automatic (or un- 
recorded) lien of the estate tax and gift 
tax, Congressional intent is clear espe- 
cially under the new law: only the se- 
curity holder must have actual notice; 
purchasers and encumbrancers of all 
other property will be affected by con- 
structive notice since as to these terms 
“bona fide purchaser,” etc. are used. 
This can be deduced from the last para- 
graph of the decision in the Detroit 
Bank case, supra. In discussing the dis- 
tinction between the situation of a pur- 
chaser from a transferee inter vivos of 
property subsequently held includible 
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in an estate because of contemplation 
of death, and that of a purchaser from 
a surviving tenant by the entirety, the 
court states that as to the latter there is 
no unfair discrimination because the 
estate tax status is more readily ascer- 
tained so far as normal probate and tax 
proceedings are concerned which would 
appear related to the estate or the tax- 
able part of it. 

In the writer’s opinion the purchaser 
is put on notice by the recital of death 
of a tenant by the entireties in the chain 
of title and he will not be protected by 
merely obtaining from the seller an 
affidavit that in his opinion no estate 
tax return or estate tax was due. vr 


IRS issues new ruling covering reproduc- 


tion of returns and schedules 


as RECOGNITION of the vastly increased 
use of duplicating processes for pre- 
paring tax returns and related docu- 
ments, the IRS has issued a new sum- 
mary ruling (55-573) drawing together 
the list of documents which may be 
duplicated, and the general require- 
ments to be met when the taxpayer or 
his tax adviser duplicates returns. 

Increased use of duplicating by prac- 
titioners is in response to shortage and 
high cost of clerical help. With mechan- 
ical duplicating, typing and proofing 
can be reduced substantially or com- 
pletely eliminated. Furthermore, extra 
copies for your client or next year’s 
file are easy and inexpensive to obtain 
by use of mechanical reproduction. 

One of the three following processes 
is generally used: (1) offset, a litho- 
graphic process using a typed or hand- 
written master which is printed on a 
press (trade names: Multilith, David- 
son, etc.); (2) the so-called “diazo” 
process, in which preprinted translucent 
masters are filled in by hand or type- 
written and copies made through use 
of light and _ photo-sensitive paper 
(trade names: Ozalid, Bruning, etc.); 
(3) and the gelatin duplicator, which 
uses a typed or handwritten master and 
a small office-type press (trade names: 
Ditto, etc.). 

The IRS lays down these general 
rules: 

In order to be acceptable for filing 
purposes, reproductions of such forms 
must meet the following conditions and 
requirements: 


1. Reproductions must be facsimiles 
of the complete official form, produced 
by photo-offset, photoengraving, photo- 
copying, or other similar reproduction 
process. 

2. Reproductions must be on paper 
of substantially the same weight and 
texture, and of quality at least as good 
as that used in the official form. 

8. Insofar as possible, reproductions 
must duplicate the colors of the official 
form. However, black and white re- 
productions will be accepted when:color 
is not reasonably available. 

4. Reproductions must have a high 
standard of legibility, both as to original 
form and as to filled-in matter. The In- 
ternal Revenue Service reserves the 
right to reject any reproductions with 
poor legibility, and to withdraw the 
benefits of this ruling from any process 
or individual which fails to meet these 
standards. 

5. Reproductions must be of the 
same size as that of the official form, 
both as to the over-all dimensions of the 
paper and the image reproduced there- 
on. 

6. Reproduction of page 3 of Sched- 
ule C (Form 1040) must be on prop- 
erly perforated paper of substantially 
the same weight and texture as that 
used in the official form. 

The Internal Revenue Service does 
not undertake to approve or disapprove 
the specific equipment or process used 
in reproducing official forms, but re- 
quires only that the reproduced forms 
satisfy the stated conditions. It should 
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be noted, however, that photostats do 
not meet all of the above conditions. 

While it is preferred that both sides 
of the paper be used in making repro- 
ductions, resulting in the same page 
arrangement as that of the official form, 
the Service will not object if only one 
side of the paper is used, or if the re- 
production has a different fold than that 
provided on the official form. 

Reproductions of forms may be made 
after insertion of the tax computations 
and other required information. How- 
ever, all signatures on forms to be filed 
with the District of Internal Revenue 
must be original signatures, affixed sub- 
sequent to the reproduction process. 

The Internal Revenue Service will, 
black and 
white proofs to be used for intermediate 
reproducing 
forms requiring colored ink. 


upon application, furnish 


photographic steps in 


Returns which may be duplicated 

Subject to the conditions and require- 
ments described above, the Service will 
accept, for filing purposes, reproduc- 
tions of any of the following forms and 
schedules: 


¢ U.S. Estate Tax Return, Form 706. 
¢ U.S. Gift Tax Return, Form 709. 


¢ Gift Tax: Donee’s or Trustee’s In- 
formation Return of Gifts, Form 
710. 


* Life Insurance Statement, Form 712. 

* Claim, Form 843. 

* Continuation Sheet for Forms 941, 
941VI, or 943—Report of Wages 
Taxable Under The Federal In- 
surance Contributions Act, Form 
941a. 

* U.S. Exempt Cooperative Association 
Income Tax Return, Form 990-C, 

* U.S. Return of Employee’s Trust 
Described in Section 401(a) and 
Exempt Under Section 501(a) of 
The Internal Revenue Code of 
1954, Form 990-P. 

* U.S. Individual Income Tax Return, 
Form 1040. 

* Profit (or Loss) from Business or 
Profession, Schedule C (Form 
1040). 

* Gains and Losses from Sales or Ex- 
changes of Property, Schedule D 
(Form 1040). 

U.S. Departing Alien Income Tax 
Return, Form 1040C. 

* Declaration of Estimated Tax, Form 

1040-ES. 

* Schedule of Farm Income and Ex- 
penses, Schedule F (Form 1040). 
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¢ U.S. Fiduciary Income Tax Return, 
Form 1041. 

* U.S. Partnership Return of Income, 
Form 1065. 

* Statement in Support of Credit 
Claimed by Domestic Corporation 
for Taxes Paid or Accrued to a 
Foreign Country or a Possession of 
the United States, Form 1118. 

* U.S. Corporation Income Tax Return, 
Form 1120. 

* Schedule of Gains and Losses from 
Sales or Exchanges of Property, 
Schedule D (Form 1120). 

Computation of U.S. Corporation Ex- 
cess Profits Tax, Schedule EP 
(Form 1120). 

Return of Information and Authoriza- 
tion and Consent of Subsidiary 
Corporation Included in a United 
States Consolidated Income Tax 
Return, Form 1122. 

* Statement for the Purpose of Extend- 
ing Time for Payment of Taxes By 
Corporations Expecting Carry- 
Backs, Form 1138. 

* Application for Tentative Carry-Back 
Adjustment, Form 1139. ve 


IRS establishes central office 
for foreign tax administration 


A CENTRAL OFFICE to supervise tax ad- 
ministration been _ estab- 
The new Inter- 
national Operations Division replaces 
other district regional offices 
throughout the country. It is respon- 
sible for the proper administration and 
enforcement of the tax laws with re- 
spect to taxpayers living or doing busi- 
ness outside the continental limits of 
the United States. Its duties include 
collecting (including those in 
foreign currencies), auditing returns, 
conducting taxpayer assistance and 
education programs, and directing IRS 
personnel stationed in the areas within 
its jurisdiction. ag 


abroad has 
lished in Washington. 


and 


taxes 


Judge Van Fossan retires 
from Tax Court 


Ernest H. VAN Fossan, a judge of the 
Tax Court and its predecessor Board 
of Tax Appeals for nearly 30 years, has 
submitted his resignation and asked to 
retire on September 30th. Appointed by 
President Coolidge and reappointed by 
Presidents Hoover and Roosevelt, his 
present term expires June 2, 1956. 
Judge Van Fossan has indicated a 
willingness to continue to serve the Tax 


Court under the provisions covering re- 
tired judges’ services. 

Prior to his service on the Tax Court, 
Judge Van Fossan was in the Inspector 
General’s department and also served 
as a special assistant to the Secretary 
of War; member of the War Credits 
Board and the War Department Claims 
Board; and Director of Claims of the 
United States Shipping Board. 


Fleming new Regional 
Director in New York 


ALFRED W. Fieminc has been named 
New York Regional Director of the 
Internal Revenue Service. He succeeds 
Clarence R. Krigbaum, who retired 
several weeks ago. Mr. Fleming was at 
the time of the new appointment direc- 
tor, Intelligence Division, Washington. 

On October 6, at a dinner sponsored 
by the Federal Tax Forum, a sterling 
tray with engraved scroll was presented 
to Mr. Krigbaum in honor of over 36 
years distinguished service in the Treas- 
ury Department. 

Mr. Fleming will be the guest of 
honor at the 16th annual dinner of the 
Federal Tax Forum at the Biltmore 
Hotel, NYC, December 1. Guests will 
include IRS officials and heads of local 
and nearby state tax commissions. Tick- 
ets, at $12.50, are available from Miss 
Eugenia Reynolds, Federal Tax Forum, 
902 Broadway, New York 10, N.Y. 





New decisions 


Exceptional circumstances required to 
restrain assessment. In an action brought 
by the taxpayer to restrain assessment 
of income taxes against him, the court 
granted the Government’s motion to 
dismiss the complaint on the ground 
that there were no circumstances which 
could justify an exception to the gen- 
eral statutory rule prohibiting such suits. 
Moreover, taxpayers had not yet ex- 
hausted their administration remedies. 
Martin, DC Cal., 5/18/55. 


Usual 2-year limit on refunds applies 
despite assessment of 3 years at once. 
In 1948 the Commissioner assessed defi- 
ciencies against the taxpayer for the 
years 1943 through 1945. The assess- 
ments were paid by taxpayer with one 
check but he designated just how the 
payment should be applied. In 1951 he 
filed claim for refund of his 1945 tax of 
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about $6,000, and: although the Com- 
missioner determined an overpayment 
for that year in excess of that amount, 
he nevertheless refunded only about 
$3,000. This was the total amount tax- 
payer paid on his 1945 liability during 
the 2 years immediately preceding the 
filing of his claim for refund. Taxpayer 
argued that the 1948 assessments for 
the 3 years amounted to the creation of 

tax liability as an “account 
thus permitting him to claim a 
refund on the 1945 assessment up to the 
amount paid on any or all of the 3 years. 
The court held for the Commissioner; 
each of the 3 years was separately as- 
sessed and taxpayer himself designated 
the years to which his payments should 


be applied. Maddox, DC Okla., 7/8/55 


a single 


stated,” 


Claim for estate-tax refund not timely; 
should sue for income tax causing it. 
Taxpayer estate paid estate tax in 1949. 
In 1951 an income-tax deficiency was 
against the estate and paid. 
This reduced the gross taxable estate 
entitling the estate to a refund of estate 
However, the refund was 
barred by the 3-year statute. The estate 
sought to use the theory of equitable 
recoupment that the overpayment of 
tax should be credited against the 
The court held 
this suit is barred since the claim was 
filed too late. However, claim for refund 
of income tax was not barred, and the 
court indicated its decision here would 


assessec ! 


taxes paid. 


estate 


income-tax deficiency. 


not preclude the estate from showing an 
over-payment of estate tax as recoup- 
ment in an action to recover income tax. 


Herring Estate, DC N.C., 4/30/55. 


7-year limitation period on bad debts 
and worthless securities runs from due 
date of loss year. If a net operating loss 
is subsequently increased by the allow- 


ance of an additional bad debt or loss 


on worthless securities, a refund claim 
may be filed based on such allowance 
within 7 years from the due date for 
filing the return for the year of the net 
operating loss. Rev. Rul. 55-523. 


Life insurance companies get extension 
to file 1120-ES. Life insurance com- 
panies are granted an extension of time 
to 3/15/56 to file their corporate dec- 
larations of estimated tax for 1955. Rev. 
Proc. 55-3. 


New international division of IRS. The 
IRS has announced the establishment 
of the International Operations Division 
with headquarters in Washington, D.C. 
to have primary responsibility for the 
administration of the U.S. internal rev- 
enue laws in all areas of the world out- 
side the U.S., its territories and posses- 
sions. Rev. Proc. 55-2. 

Reproductions of tax forms acceptable. 
The IRS will accept for filing reproduc- 
tions of enumerated federal tax returns 
and schedules if they conform to pre- 
scribed conditions (see p. 297). All 
signatures on such forms’ must be orig- 
inal signatures affixed subsequent to the 
reproduction process. Rev. Rul. 55-573. 


Settlement on Government contract did 
no! include tax settlement on amount 
received. Taxpayer, a general contractor, 
received some $1,600,000 in settlement 
of a dispute about reimbursable costs 
arising out of contract changes and 
speed-up in an airplane plant contract. 
He argued that the proceeds were not 
taxable since settlement of taxes were 
part of the over-all settlement of the 
contract dispute. The court disagreed. 
It observed that representatives of the 
Justice Dept. with whom taxpayer had 
been dealing had no authority to settle 
the tax liability and the terms of the 
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settlement did not do so. The court 
similarly rejected taxpayer’s argument 
that if taxable the proceeds were tax- 
able as capital gain as in exchange for 
the claim. The nature of the settle- 
ment depends on the nature of the 
claim which was for services and is 
ordinary income. Sanders, CA-10, 
8/17/55. 


How to handle the adjustments due to 
repeal of Sec. 452 and 462. The IRS 
has set forth procedures for the report- 
ing of the increase in tax liability result- 
ing from the repeal of Sections 452 and 
462 of the 1954 Code relating to pre- 
paid income and reserves for estimated 
expenses. Rev. Rul. 55-539. 


Transferee liable for interest on trans- 
feror’s deficiency. Taxpayers were trans- 
ferees of corporate assets which they 
held during the time the corporate trans- 
feror had an outstanding and unpaid 
tax deficiency. They paid the deficiency 
but refused to pay interest thereon. The 
court held that taxpayers were liable for 
interest on the transferor’s deficiency. 
The liability for the interest is founded 
not upon the deficiency, but upon the 
transferee’s use of assets properly owed 
to the government. Voss, DC Okla., 
20/55. 


FDIC credits taxable when received 
or accrued, Federal Deposit Insurance 
Corporation credits available to mutual 
savings banks under Sec. 7(d) of the 
Federal Deposit Insurance Act consti- 
tute income in the taxable year in which 
received or accrued. Full deduction will 
be allowed of future assessment against 
which these credits are allowable. The 
credits cannot be regarded as a recov- 
ery of assessments in years prior to 1951 
when mutual savings banks were ex- 
empt from tax. Rev. Rul. 55-478. 





TATEMENT OF THE OWNERSHIP, MAN- 

;7EMENT AND CIRCULATION REQUIRED 
THE ACT OF CONGRESS OF AUG 
2, i, AMENDED BY THE ACTS OF 
ARC 3, 1933, AND JULY 2, 1946 (39 
2. C 233) of The Journal of Taxation pub- 
ished snail at Easton, Pa., for November, 


The name and address of the editor and busi- 
ness manager is: 


Editor William S. Papworth, 
Business Manager:/New York, New York 


(If owned by a corporation, its 
name and address must be stated and also im- 
mediately thereunder the names and address of 
stockholders owning or holding 1 percent or 
more of total amount of stock. If not owned by 
a corporation, the names and addresses of the 
individual owners must be given. If owned by a 
partnership or other unincorporated firm, its 
name and address, as well as that of each ‘indi- 
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onal tax problems 


BY BENJAMIN HARROW, J.D., CPA | 





Pitfalls for the taxpayer trying to claim 


traveling expenses “away from home” 


M ORE TAXPAYERS are concerned with 
1¥I (and sometimes tempted by) de- 
ductions for living expenses away from 
home than perhaps any other single 
tax negotiation. The decisions are not 
clear, and many of them seem harsh 
and out of keeping with tax equity. 
Believing that most practitioners could 
use continuing guidance on this fre- 
quently encountered problem, we 
would like to quote here for you the 
following comments by Benjamin Arac, 
which he wrote as a member of the 
committee on publications of the 
American Bar Association for its column 
“Tax Notes” in the American Bar Asso- 
ciation Journal. Here is what Mr. Arac 
tells us: 

When is a person away from “home”? 
This question has become very impor- 
tant in determining what traveling ex- 
penses are deductible for income tax 
purposes. For the poet, “Home is where 
the heart is,” and for the average man, 
home is where his family resides. But 
neither test is satisfactory to the Com- 
missioner of Internal Revenue when it 
comes to allowing the deductions for 
traveling expenses while “away from 
home.” He has taken the position that 
one is away from home only when he 


is “away from his business head- 
quarters.” 
First statutory provision 

An amendment of the Intermal 


Revenue Act in 1921 permitted de- 
duction of traveling expenses, includ- 
ing the entire amount expended for 
meals and lodging while away from 
home in the pursuit of a trade or busi- 
ness. The amendment was intended to 
apply to living expenses incurred by 
traveling salesmen working on a com- 
mission basis. But the broad language 
of the statute, literally interpreted, was 


applicable to the common situation of 
a taxpayer living at one place and work- 
ing in another. Yet daily commutation 
expenses had always been considered 
personal expenses and their deduction 
disallowed. And the fact that a tax- 
payer lived beyond the normal commut- 
ing range did not justify the allowance 
of traveling expenses while away from 
home. 

In order to avoid the allowance of 
traveling expense deductions by a tax- 
payer maintaining a residence away 
from his place of business, the courts 
early held that a taxpayer was “away 
from home” only when he was away 
from his place of business or employ- 
ment. Bixler v. Com., 5 B.T.A. 1181 
(1927). 


Supreme Court action 


In 1945 the matter reached the 
Supreme Court in Commissioner v. 
Flowers, 326 U.S. 465. The taxpayer, 
a resident of Jackson, Mississippi, was 
employed as general counsel of a rail- 
road with its main office in Mobile, 
Alabama. As he retained his home in 
Jackson, he was required to make fre- 
quent trips to Mobile. His deduction 
for the cost of these trips and the cost 
of meals and hotels was disallowed. 

The Supreme Court refused to base 
its decision upon an interpretation of the 
word “home” as the principal place of 
business. The Court stated that travel- 
ing expenses, to be deductible, must be 
(1) reasonable and necessary, (2) in- 
curred in the pursuit of a trade or busi- 
ness, i.e., occasioned by business neces- 
sity and (3) incurred while away from 
home. If any one of these elements is 
lacking, no. deduction may be taken. 
The Court decided that the taxpayer 
could not deduct his traveling expenses, 
since they were not incurred in the 


pursuit of the employer’s business. So 
far as the employer was concerned, the 
taxpayer could have lived in Mobile. 
His residence in Jackson was his per- 
sonal choice and had no relation to the 
railroad’s business. Hence the traveling 
expenses were personal in nature. 


Decision failed to stop trouble 


The Flowers case, however, has not 
solved the problems involved in this 
deduction. For example, in a number of 
cases dealing with traveling salesmen, 
home has been defined to mean place 
of residence and not the place of busi- 
ness. Such a rule may be justified on the 
ground that a taxpayer’s normal living 
expenses at his permanent residence 
continue despite his temporary absence. 
He cannot change his residence con- 
stantly and therefore incurs additional 
living expenses while traveling. This 
rule has been carried to the extent of 
allowing the entire expense of a sales- 
man who traveled fifty-two weeks of the 
year. He did not maintain a residence 
in any one place for which he paid rent. 
He was given a room in his sister’s home 
in Greenville, Iowa, where he kept the 
things that he did not carry with him. In 
the year in question he returned to 
Greenville on two week ends. The ma- 
jority opinion mentioned but did not 
stress the fact that his employer’s home 
office was in Des Moines, a city 300 
miles distant from Greenville. No testi- 
mony was offered that he returned to 
Des Moines in the taxable year. Charles 
G. Gustafson, 3 T. C. 998 (1944). A 
contrary result has been reached where 
taxpayer had no permanent place of 
abode. It was held that he was never 
away from home, because his home was 
wherever he might be. Charles E. Dun- 
can, 17 B.T.A. 1088, aff'd 47 F. 2d 108, 
(2d Cir. 1931). See also Moses Mitnick, 
13 T.C. 1 (1949). 


The 100% traveling man 

In two cases involving traveling sales- 
men who maintained no permanent 
home, the fiction was employed that the 
taxpayers home was the employer's 
place of business. 

In Howard Murphy, T.C. Memo 
(1943), a deduction was allowed for 
the difference between the actual ex- 
penditures and the estimated expendi- 
tures which the taxpayer would have 
incurred if he had maintained a resi- 
dence. “A traveling man,” said the court, 
“is not to be denied the deduction of 
traveling expenses simply because he is 
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so unfortunate as to have no home. In 
the instant proceeding the petitioner’s 
home must be deemed to be in the city 
of his employer—San Francisco.” In 
Simeon J. Smith, T.C. Memo (1943), 
all expenses incurred while away from 
the city where the employer’s head- 
quarters were situated were held deduc- 
tible. The court distinguished the Dun- 
can case, supra, on the ground that there 
the petitioner had no permanent home, 
no definite headquarters and traveled 
on a roving commission, with headquar- 
ters wherever he happend to be. 


The movable-home problem 

The difficulties caused by the defini- 
tion of home as the place of business 
appear in situations where the taxpayer 
takes his business with him, as, for ex- 
ample, where the place of employment 
is temporary. During World War II, 
there were numerous instances of the 
separation of job and home. Many civil- 
ians took jobs at great distances from 
their homes. Housing shortages or the 
temporary nature of the job frequently 
prevented the employee from taking his 
family with him. With the increase in 
tax rates during the war, the deducti- 
bility of living expenses while away 
from home was extremely important to 
workers. The courts held that a 
temporary place of employment did not 
become a “home” for the purpose of dis- 
allowing a traveling expense deduction 
in pursuit of business. E. G. Leach, 12 
T.C. 20 (1949). 


many 


Temporary employment 

But suppose that the temporary em- 
ployment continued for long periods of 
time? The courts distinguished between 
temporary employment on the one hand 
and indefinite or indeterminate employ- 
ment on the other. In the latter in- 
stances it was held that the employee 
was not away from “home,” for his 
3 was the place where he in- 
tended to be indefinitely and the main- 
tenance of a residence away from the 
principal or regular place of indefinite 
employment was considered to be for 
the employee’s own convenience. 

In Carragan v. Comm., 197 F. 2d 
246 (2d Cir. 1952) the court disallowed 
a deduction for living expenses to an 
employee who accepted a job in Phila- 
delphia for the duration of the war. 
Because he could not find suitable quar- 
ters for his family in Philadelphia, he 
continued to maintain a permanent resi- 
dence in New York to which he com- 


home” 


muted on week ends. The Court re- 
jected the argument that the job was 
so temporary as to render the Flowers 
case inapplicable. The expenses were 
personal because they stemmed from his 
“refusal to bring his home to the job.” 
Judge Frank said, “A nation of city-hop- 
pers and suburbanites though we may 
be, the Supreme Court has steadfastly 
refused to say that traveling expenses 
are incurred in the pursuit of business 
when they stem from the petitioner’s re- 
fusal to bring his home close to his job. 
The job, not the taxpayer’s pattern of 
living, must require the travel.” 

The distinction between temporary 
and indeterminate employment is not 
simple. The Tax Court has gone so far 
as to disallow a deduction to a plumber 
for a job on a construction project that 
lasted six weeks. Vern W. Pratt, T.C. 
Memo (1952). 


Two places of business 


What happens where the taxpayer 
maintains two places of business? Ac- 
cording to the Treasury, expenses in- 
curred while the taxpayer is at his 
“principal” place of business(i.e., his 
tax “home”) are not deductible, while 
expenses incurred in supervising the 
“minor” place of business are deductible 
(I. T. 3842, 1947-1 C. B. 11). But 
how does one determine which is the 
“principal” and which is the “minor” 
place of business? In a recent ruling, 
the Internal Revenue Service states that 
this determination is factual, and should 
take into account (1) the total time 
ordinarily spent by the taxpayer at each 
of his business posts; (2) the degree 
of business activity at each such post; 
and (3) the significance of the financial 
return from each post (Rev. Rul. 54- 
147, I.R.B. 1954-17, 18). (See also 
Rev. Rul. 54-497: I.R.B. 1954-458 for 
the latest ruling involving some aspects 
of this phase of this problem.) 

In Joseph H. Sherman, 16 T.C. 332 
(1951), the taxpayer worked in 
Worcester, Massachusetts, spending two 
thirds of the tax year there. He con- 
ducted a business in New York City 
during the remaining portion of the 
year. His New York income exceeded 
his Worcester income. The Tax Court 
nevertheless permitted him to deduct 
his living expenses in New York for the 
following reasons: the employment in 
Worcester was a significant source of 
income, and it was of a permanent 
character. Since he maintained his 
family in Worcester and voted there, 
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his roots were in Worcester. The fact 
of greater earnings from New York 
City was alone insufficient to shift his 
“home” to New York City. 

In contrast, the case of Vincent 
Treanor, T.C. Memo (1951), laid 
stress on a different factor. Taxpayer 
owned and operated a farm in Massa- 
chusetts, where his family lived and 
where he voted. He worked one third of 
the year in New York and earned more 
than $10,000 a year there. The Massa- 
chusetts farm was operated at a loss. 
He deducted the living expenses in 
New York, but the court disallowed 
them. Despite the disparity in time 
spent in the family residence in Massa- 
chusetts, the court considered New 
York his tax “home.” In the Sherman 
case, the factor of personal residence 
and length of time spent over-balanced 
the smaller earnings. In the Treanor 
case, the greater earnings over-balanced 
the other factors. 


Separation of husband and wife 


Another curious situation exists when 
husband and wife work in separate 
places. Thus, where a husband and wife 
are separately employed in different 
cities, for an indefinite time, neither is 
entitled to a traveling expense deduc- 
tion. Arthur B. Hammond, 20 T.C. 
285, aff'd 213 F. 2d 43 (5th Cir. 1954). 
In a rather harsh decision the Tax 
Court has disallowed traveling expenses 
of a wife where she worked away from 
home and where her husband supported 
the family as economic head of the 
household. Beatrice H. Albert, 15 T.C. 
350 (1950). A deduction has been al- 
lowed to a married woman who was 
employed in Delaware for six months 
away from her marital domicile in New 
York where she earned about one fifth 
of her income from part-time employ- 
ment in New York. Although she re- 
ceived the greater share of her income 
in Delaware, her New York income was 
substantial enough to make New York 
her business home, particularly when 
she had an apartment and husband 
there. Helen Stairwalt, T.C. 
(1952). 


Memo 


How big is home? 


Still another question involved in this 
situation is this: how large an area does 
one’s home cover? For example, tax- 
payer was a manufacturer's represen- 
tative selling automotive parts through- 
out New England. He kept his work in 
his home in Milton, about ten miles from 








302 * The Journal of Taxation ° 


Boston. He took. a deduction for the 
cost of meals while calling on customers 
in the Metropolitan Boston area on the 
theory that all expenses outside of his 
home town were deductible. The Tax 
Court and the First Circuit Court in- 
dicated that taxpayer’s home was the 
greater metropolitan area and while in 
that area, even though many miles from 
his actual residence and office, he is not 
away from home. He was near enough 
to his home so that he could return 
there from Boston without extensive 
travel. The Court of Appeals felt that 
his situation resembled that of a com- 
muter when he was in the Boston area. 
Amoroso v. Com., 193 F. 2d 583 (1st 
Cir.; 1952). 


Must you sleep away? 

Finally, the question has arisen as 
to whether the deduction of these travel 
expenses, that is, for meals and lodging, 
requires the taxpayer to stay away from 
home overnight. This is the position 
taken by the Commissioner. However, 
the Tax Court feels that it is unsound to 
deny the deduction to an employee who 
flies to another state on business and re- 
turns the same day yet allow the de- 
duction if the trip takes more than one 
day. Kenneth Waters, 12 T.C. 414 
(1949). 

In view of the difficulties in apply- 
ing the “away from home” test, legis- 
lation may be required before a satis- 
factory solution is reached. ve 


How the 1954 Code changes 
affect pensioners 
commented (in 41 


Leon L. RiIcE 
American Bar Association Journal 448) 
on the changes made by the 1954 Code 
in pension and profit-sharing plans. 
Many of the changes affect the opera- 
tion of the plans but some are of par- 
ticular interest as affecting the taxa- 
tion of employee benefits. Mr. Rice 
said: 

“In the case of a qualified-trusteed 
plan, the prior law provided for long- 
term capital gain treatment of distribu- 
tions as a result of separation from 
service if paid entirely within one tax- 
able year of the distributee. Such treat- 
ment was available to a beneficiary of 
a deceased employee if employment 
was terminated by death. It was not 
available, however, if the distributions 
were received after retirement under 
the plan had become effective. In no 
event did the old law extend the capi- 
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tal gain benefit to distributions under 
a non-trusteed plan. 

“The new Code cures both of these 
inequities. It permits capital gain treat- 
ment of distributions made on account 
of the death of the employee after his 
separation from service, assuming, of 
course, that they are paid within one 
taxable year of the distributee. It also 
makes the capital gain provisions ap- 
plicable to annuity plans which are ad- 
ministered without the use of a trust. 

“The $5,000 exclusion from income 
provided by Section 22(b)(1) of the 
1939 Code was held to be applicable 
to death benefits under a pension or 
profit-sharing plan only to the extent 
that the rights of the employee were 
forfeitable before death. A vested 
amount which the employee could have 
received while living was not subject 
to the exclusion. The 1954 Code pro- 
vides that the exclusion applies to 
death benefits, regardless of whether 
the employee had a vested right before 
his death, provided the total benefits 
are paid within one taxable year of the 
distributee. Where such requirements 
are met, therefore, a beneficiary who 
receives more than $5,000 may exclude 
the first $5,000 from income and treat 
the excess above $5,000 as a long-term 
capital gain. 

“Section 2039(c) of the new Code 
would exclude from the estate of a 
deceased employee the value of an 
annuity or other payment receivable 
by the individual bene- 
ficiary under a qualified plan, except 
for the portion of the value attributable 
to the employee’s own contributions. 
This applies to employees dying after 
December 31, 1953, and notwithstand- 
ing any other provision of law. The 
meaning of this provision is not clear, 
particularly as it relates to the words 
“other payment.” Does it include pay- 
ments stemming from life insurance on 
the life of the deceased employee? 
Does it include lump sum or periodic 
distributions profit-sharing 
plan? These are questions which may 
be answered by the forthcoming estate 
tax regulations and, if not answered 
there to the satisfaction of taxpayers, 
the courts may be called upon to sup- 
ply the answers.” ve 


employee's 


under a 


Investors ignore 
tax implications 


TAXES HAVE NO EFFECT on investment 
decisions, say 49% of upper-income in- 


vestors who own stocks, just polled in 
a survey conducted for the New York 
Stock Exchange. Only 30% thought 
that taxes had a great effect. The rest 
believed the effect was moderate. 

Is this a sign of the suicidal tendency 
of our times? ¥ 


Watch these two tax traps 
in charitable contributions 


WE ARE REMINDED by Frank L. Mallory 
of Los Angeles of two danger spots in 
the 1954 Code with respect to charitable 
contributions. The first is to be sure 
that contributions in excess of 20% 
under Section 170(b)(1) are to and 
not for the use of the donee. The sec- 
ond is the geographical limitation. 

When the 1954 Code raised the ef- 
fective limit for most individual donors 
to 30% of adjusted gross income, the 
increase was effected by first allowing 
the deduction of an amount equal to 
10% of adjusted gross income when 
given to 

(i) a church or a convention or asso- 
ciation of churches, 

(ii) an educational institution which 
normally maintains a regular faculty 
and curriculum and normally has a 
regularly enrolled body. of pupils or 
students in attendance at the place 
where its educational activities are regu- 
larly carried on, 

(iii) a hospital. 

The House Ways and Means Com- 
mittee Report states that: 

“This amendment by your committee 
is designed to aid these institutions in 
obtaining the additional funds they 
need, in view of their rising costs and 
the relatively low rate of return they 
are receiving on endowment funds.” 

In planning to utilize the additional 
10% deduction, one should heed the 
warning of the Committee Report that, 
“it is to be noted that such charitable 
contribution must be paid to the or- 
ganization and not for the use of the 
organization. Accordingly, payments to 
a trust (where the beneficiary is an or- 
ganization described in said clauses (i), 
(ii), or (iii) are not included under 
this special rule.” 

There are also geographical limita- 
tions as to the deductibility of charitable 
contributions by citizens or residents. 
(We shall not concern ourselves here as 
to the rules pertaining to non-resident 
aliens.) For federal income tax pur- 
poses an individual’s contribution must 
be to a domestic charitable entity, but 
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the funds received by the organization 
may be used for charitable purposes in 
foreign countries. A corporation’s gift 
must be to a domestic entity and must 
be limited for use in the United States 
or its possessions. For federal estate and 


gift tax purposes, deductible contribu- 
tions are not limited to domestic enti- 
ties, and there is no geographic limita- 
tion on the use of the gift. All of these 
rules remain unchanged in the Internal 
Revenue Code of 1954. os 


ew decisions affecting individuals 


Depreciation deduction on non-com- 
munity property divided, although gain 
on its sale taxable solely to husband. 
Taxpayer husband sold some construc- 
tion machinery which was separate 
property. The court sustained the Tax 
Court in taxing all of the gain to him. 
However under the state law income 
was community and he was entitled to 
only 1/5 the depreciation deduction. 
Sanders, CA-10, 8/17/55. 


Consulting engineer can’t deduct travel 
between home in Dallas and office in 
Washington. Taxpayer claimed airplane 
and subsistence as incurred while away 
from home on business. His home was 
in Dallas; he had had an office in Dallas 
and one in Washington. The Dallas 
office was closed in 1948. His financial 
interests in Dallas were only some piece 
of real estate. The Tax Court holds that 
taxpayer failed to prove that Dallas 
was his “post of duty or principal place 
of employment.” Expenses while trav- 
eling from Dallas to Washington and 
living in Washington not deductible. 
Marshall, TCM 1955-237. 


Servicemen overseas are not traveling 
“away from home in the pursuit of a 
trade or business.” Servicemen stationed 
overseas are not traveling “away from 
home” and may not deduct expenses for 
meals and lodging at their overseas sta- 
tions even though they are required to 
maintain homes in the U.S. for their 
families who are not permitted to ac- 
company them. Rev. Rul. 55-571. 


Counsel fees in separation suit not de- 
ductible though wife sought property. 
Payments of alimony “pendete lite” to 
taxpayer's wife cannot be deducted be- 
cause she was not divorced or legally 
separated. Payment of court costs and 
legal fees of his own attorneys are not 
a non-business expense incurred for the 
protection of property even though tax- 
payer's wife had sought an injunction 
to prevent him from disposing of his 
own property. The court found the 
legal fees did not have a sufficiently 





close relationship to the conservation of 
income-producing property. Richardson, 
TCM 1955-234. 


Officer cannot deduct corporate ex- 
penses which he paid. Office and travel 
expenses were paid by taxpayer, a cor- 
porate president, in connection with 
the affairs of his corporation. The Tax 
Court holds these were of the corpora- 
tion and not deductible by the taxpayer 
as ordinary and necessary expenses of 
any trade or business regularly carried 
on by him. The expenses were either 
debts due from or advances to the cor- 
poration; they did not become worthless 
and were not charged off in the taxable 
years. Kimball, TCM 1955-253. 


Stockholder can’t deduct contributions 
to charity as part of corporate business 
promotion. Taxpayer, the sole stock- 
holder, as a promotion device had the 
corporation attach tags to its wares 
promising a stated amount to a charity 
chosen by the purchaser. The payments 
by the stockholder are not charitable 
contributions. They are in payment of 
a legal obligation assumed as part of 
a promotion for his economic benefit. 


Rev. Rul. 55-514. 


Donations to church operating private 
businesses not deductible. Taxpayer was 
held to have operated a restaurant in 
her own name and not on behalf of a 
church to which she contributed all the 
income. Nor could this contribution to 
the church be deducted as the church 
was not organized and operated exclu- 
sively for religious purposes. In an at- 
tempt to apply religious principles to 
economic problems the church’s prin- 
cipal functions consisted of various com- 
mercial activities carried on for profit 
in competition with privately owned 
enterprises. Riker, TCM 1955-225. 


Each spouse entitled to half of deduc- 
tion when medical expenses paid from 
community funds. Deduction for medi- 
cal expenses paid out of community 
funds should be divided equally be- 
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tween husband and wife if they reside 
in a community property state and file 
separate returns. Rev. Rul. 55-479. 


Ex-wife taxable on husband’s payments 
to her mother. The Tax Court had pre- 
viously decided that taxpayer’s ex-hus- 
band could deduct as alimony payments 
made to the wife’s mother as provided 
in the property settlement between 
them. It follows that the wife is taxable 
on these payments. Lehman, TCM, 
1955-229. 


Income of unemancipated minor tax- 
able to parent. Under the law applicable 
to 1943, taxpayer would be taxable on 
his daughter’s earnings if she was un- 
emancipated. The court found that 
under the law of Minnesota emancipa- 
tion is equivalent to release from pa- 
rental control. Permitting his seventeen 
year old daughter to use her salary for 
her own clothes and expenses was not 
release from control. Therefore taxpayer 
must include her earnings. Maginnis, 


TCM 1955-250. 


Father supplied over half of $10,900 
support of two children. In a supple- 
mentary opinion the Tax Court deter- 
mines that the total support of tax- 
payer’s sons amounted to some $10,900 
of which about $8,500 was supplied by 
taxpayer. He may claim the dependency 
exemptions. Weil, TCM 1955-242. 


Commissioner that taxpayer 
overstated his income! Not a typo- 
graphical error! The Commissioner ar- 
gued that taxpayer, a retired em- 
ployee in computing the 3% of his 
cost of annuity must include only the 
part he paid. The taxpayer wanted to 
include the employer’s contribution. The 
reason was that taxpayer wished to have 
the larger amount recoverable tax free. 
The Commissioner was willing to have 
a smaller portion of each year’s pay- 
ment taxable because the remainder 
of each annual payment (treated as a 
recovered cost) would be a smaller 
total. The Tax Court said it had no 
jurisdiction. Tilburn, TCM 1955-236. 


protests 


Contributions to government may 
qualify for extra 10%. Contributions by 
individuals to the federal, state or local 
government to expand, develop or 
create government-operated educational 
organizations or hospitals, qualify for 
the additional 10% charitable deduc- 
tion. Rev. Rul. 55-453. 
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Substantial advantages seen to executives 


in non-cash fringe benefits 


aren ASH BENEFITS can mean much 
to the than he 
realizes. In order to appreciate the real 
benefit in terms of after-tax personal 
purchasing power resulting from fringe 


executive—more 


benefits, it is necessary to do a little 
arithmetic. 

Recently we found in the Special 
Memo published by Business Reports, 
Inc., of Larchmont, N.Y. a whole story, 
with figures, on the net advantage to 
executives, and the net cost to the em- 
ployer, of non-cash (hence generally 
non-taxable) benefits supplied in the 
course of employment. For example: 

“Say a company in the 52% bracket 
cuts an executive’s personal non-deduct- 
ible expenditures by $500 through free 
medical examination, health insurance, 
discount purchase of company prod- 
ucts, etc. It is not likely that the bene- 
fits worth $500 will actually cost the 
employer that much but even assuming 
they do, cost to the company is only 
$240 after deduction for taxes. The 
benefit to the executive is considerably 
more. For instance, the $500 in tax- 
free benefits is the equivalent to $700 
of the executive’s before tax income—if 
he earns $10,000. For the company, 
there is also a direct benefit. Compare 
the $240 cost of benefits with the sal- 
ary income an executive must use to 
buy the same benefits individually and 
the after-tax cost of such salary to the 
company. 


Executive Salary Used Cost to 
Income to Buy Company 
Bracket $500 Benefits (52% Tax) 

$ 20,000 $ 800 $384 

80,000 940 450 
50,000 1,220 635 
100,000 2,000 960 


“As the executive’s taxable income 
increases, the value of tax-free benefits 
increases. Say in the preceding illustra- 
tion, the company can furnish the bene- 


fit at less than market—the benefit costs 
it only $400. In after-tax cost, that is 
$192. But the benefit still has a $500 
value to the executive. Thus, at a cost 
of less than $200, the company gives 
the $100,000 a year executive the 
equivalent of $2,000 in salary, and the 
company gives value which would cost 
it $960 if paid as salary.” 


Tax-free sickness benefit 


The tax-free sickness benefits au- 
thorized by the 1954 Code are a 
tremendous help to the high bracket 
executive. The memo summarizes these 
benefits as follows: 


“Under the new rule, here is what 
an employer can give tax-free to em- 
ployees— 


“1. Full coverage of all medical bills 
for the employee, his wife, and 
dependents. 

“2. Payments to compensate for per- 
manent injury. 

“3. Up to $100 a week to compen- 
sate him for the loss of wages. 


[Next month we will present a thorough 
discussion of how tax-free sickness bene- 
fit payments work under Section 105. 
Ed.] 

“Under the change in law there is 
no requirement that the employer treat 
all employees alike. The employer can 
discriminate in favor of executives over 
other employees. The plan can be 
funded or non-funded. It can be an 
insured or non-insured plan. It can 
provide for substantial benefits for the 
executive, comparatively small bene- 
fits for other employees. 

“By taking out catastrophe insurance, 
the employer can protect the executive 
against illness which might otherwise 
be a serious drain on his resources. 


General Motors and Sears, Roebuck al- 
ready have such insurance plans in 
force. 

“Take the executive with income of 
$100,000. His family medical expenses 
would have to exceed $3,000 before 
he could take a tax deduction for even 
one dollar. If his medical expenses run 
$2,000 he would get no deduction even 
though the cost of such bills would 
consume $8,000 of his before-tax in- 
come. Compare the cost of a $1,000 
family medical bill in terms of com- 
pany outlay in increased salary to the 
executive to meet the bill with the 
$480 after tax cost under a medical 
plan. 


Executive Increase Cost to 
Income in Salary Company 

$ 50,000 $2,400 $1,150 
60,00 2,600 1,250 
70,000 2,800 1,340 
80,000 3,200 1,540 
90,000 8,500 1,680 

100,000 4,000 1,920 


“At a cost of $480, a company medi- 
cal plan furnishes benefits to a $100,000 
a year man worth $4,000 to him before 
taxes. 

“Even the $100 a week tax-free pay- 
ment which can be received in lieu of 
a portion of wages has a real value. 
Take the $100,000 plus a year man 
who is out 12 months. The $5,200 he 
receives which can escape tax is the 
equivalent of some $20,000 taxable 


income.” 





New decisions 


Revocable trust to hold deferred com- 
pensation created by a corporation not 
exempt. A corporation created a rev- 
ocable trust for administrative con- 
venience to act as custodian of deferred 
compensation bonus payments of key 
employees. The income of the trust is 
taxable to the corporation. Deductions 
for the payments are allowable to the 
corporation only in the year in which 
the payments are made to the em- 
ployees. Rev. Rul. 55-525. 


Stock transfers to key employees com- 
pensation. At the strong insistence of 
the majority stockholder of an inde- 
pendent poultry and poultry products 
plant, the minority stockholders agreed 
along with the majority stockholders to 
transfer stock to 2 of the plant’s key em- 
ployees, taxpayers here, who had served 
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for over 25 years. To avoid gift tax, the 
stock was divided among members of 
the family of each employee. The trans- 
fers were referred to by all as gifts. 
The court holds they are taxable in- 
come to the employees. Because of the 
hard feelings that were engendered by 
the pressure of the majority stockholder, 
he was shortly thereafter requested by 
the minority stockholders to purchase 
their remaining interests at a price set 
by them. This he did. After the minority 
stockholders agreed to sell out, they 
nevertheless continued to make trans- 
fers to taxpayer employees as agreed. 
The transfers whether made before or 
after the sale by the minority stock- 


holders were compensation in the 
amount of the sale price set by the 
minority stockholders in their sale to 
the majority stockholder. Neville, DC 


Kan., 7/11/55. 


Beneficiary taxable on pension death 
benefit despite immediate transfer to 
widow. Taxpayer received the benefit 
payable on the death of an employee 
who was covered by a pension plan. He 
cannot avoid tax by turning it over im- 
mediately, in toto, to the deceased’s 
widow. Rev. Rul. 55-460. 


Sick leave payments not exempt as 
health insurance. Taxpayer’s decedent, 


NEW DECISIONS INVOLVING SPREADING OF 


Back pay rules inapplicable; no “inter- 
vening event” delayed payment. Tax- 
payers were employed in 1935 by a 
corporation formed for the purpose of 
liquidating a bank. Some years later the 
president of the corporation told tax- 
payers that they might receive addi- 
tional compensation upon completion 
of liquidation. One taxpayer received 
$48,000 in 1945 and the other $41,000 
in 1946. The court holds that these 
amounts cannot be apportioned over the 
period earned, beginning in 1935, in 
accordance with the back pay spread- 
back provision of Sec. 107 (d) of the 
1939 Code. It found there was no event 
which intervened and caused the delay 
in payment. It rejected taxpayer's ar- 
gument that “bankruptcy of the em- 
ployer,” as set forth in Sec. 107(d) (2) 
as an intervening event, could cover the 
liquidating function of their corporate 
employer because it was similar in na- 
ture to such bankruptcy. The court 
pointed out that their employer itself 
was not in bankruptcy and in fact had 
sufficient cash and assets on hand to 
pay the current rate of salary. Posner, 
DC Mich., 7/11/55. 

Splitting of long-term compensation for 
years prior to “community system” al- 
lowed. Taxpayer received a professional 
fee in 1950 for professional services ren- 
dered since 1940. He reported it as joint 
income of himself and his wife, allocat- 
ing it to the years in which it was 
earned, including several prior to the 
adoption of income splitting. The 4th 
Circuit held this correct under the 1939 
Code abiding by its decision in Hoffer- 
beit v. Marshall even though the 1954 


Code changed the law in this respect. 
Koontz, CA-4, 5/27/55. 


Capital gains included in full but capital 
losses excluded in determining gross in- 
come for “back pay” relief. An indi- 
vidual receiving back pay in excess of 
15% of his gross income is entitled to 
special tax relief. In determining gross 
income, net capital gains are to be in- 
cluded in full without any 50% deduc- 
tion and without any deduction for 
capital loss carryovers. Likewise, the 
capital loss deduction against ordinary 
income (limited to $1,000) is not a fac- 
tor in determining gross income. Rev. 
Rul. 55-498. 


Can't consider 107 legal fee split with 
wife now divorced. Taxpayer in 1950 
received a legal fee for services ren- 
dered from 1930 through 1950 and the 
Commissioner agreed that he was en- 
titled to the benefit of the long-term 
compensation provision of the Code. 
(Sec. 102). Taxpayer was married from 
1920 to 1943, when he was divorced; 
he married his present wife in 1944. 
He computed his 1950 tax as though 
the fee had been received over the 
period 1930-1950 and split with each 
wife. The court held that the fee may 
be split only for 1944 and subsequent 
years, the period of marriage to his pres- 
ent wife. The second wife in the tax 
sense received her half of the fee in 
1950; she alone could spread that half 
back under the long-term compensation 
provision. But she cannot go back be- 
yond her marriage. The period of mar- 
riage to the first wife is immaterial; in- 
come may be split only with the spouse 
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a fire department captain, received two 
week’s sick leave with full pay under an 
ordinance and Civil Service Rule. The 
arguments of both the Government and 
taxpayer were given little weight by the 
court since they were concerned with 
whether the payments were wages and 
whether the system of setting up the 
payments was like health insurance. The 
court believed the problem was whether 
the payments were “amounts received 
through accident or health insurance” 
within the meaning of Section 22 (b) 
(5) of the 1939 Code. It held they were 
not, and therefore not excludable from 
gross income. Moholy, DC N.D., Cal., 
(S. Div.), 3/31/55. 


COMPENSATION 


who occupies that status when the fee 
is received. McClure, DC Md., 5/8/ 
55. 

[Under the 1954 Code such fees re- 
ceived in non-community property 
states may not be split back beyond 
1948, when split income provisions be- 
came effective. ] 


Can't spread legal fees in bankruptcy; 
compensation was deferred for reason 
other than insufficiency of assets. Tax- 
payers were employed in 1940 as at- 
torneys for trustees of a company op- 
erating a large office building. The 
company was in course of reorganiza- 
tion under the Bankruptcy Act. They 
had received several interim allowances 
of fees from the court and in 1944 and 
1945 were paid additional amounts 
which exceeded 151% of their gross 
income for those years, and which they 
sought to spread back over the years 
earned. Their claim for relief under the 
income spreading provisions of Section 
107 (d) of the 1939 Code was denied 
by the court on the ground that the 
deferral of payment to them was not 
due to “bankruptcy or receivership of 
the employer” as they contended. How- 
ever the court pointed out that deferral 
of that pay was caused by the receiver- 
ship. In such proceedings it is under- 
stood that attorney’s fees are fixed after 
the work is completed. Zillmer, DC 
Wisc., 8/12/55. 

[The taxpayer could not spread the 
income over the period earned, under 
Sec. 107(a), because the interim allow- 
ances exceeded twenty per cent of the 
total; less than eighty per cent was re- 
ceived in 1945, the final year. Ed.] 
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Will Bloch decision make proof of 


willfulness 


in fraud cases more difficult? 


by WOOLVIN PATTEN 


Within the past few years, several Courts of Appeal have had before them many 


tax evasion cases where appellants have claimed reversible error on the part of the 


trial Judge in charging the jury on the issue of willfulness. There have been some 


reversals on this score. 


A very recent decision of the Court of Appeals for the Ninth 


Circuit, Bloch v. United States focuses attention on this issue because of the broad 


scope of its holding. Because your Editor feels that the Bloch case presents a situa- 


tion which is nation-wide in interest, he asked Woolvin Patten, recently Enforce- 


ment Counsel in the office of the Regional Counsel, at San Francisco, California, 
and presently in private practice in Seattle, Washington, to analyze the Bloch case. 


_ sRD Biocu, a physician, was 
convicted of willful attempt to 
evade income taxes for the years 1947- 
48 by the District Court, Arizona. But 
on appeal the Ninth Circuit reversed 
(221 F. 


some 


2d 786), thus providing us with 
but quizzical, 
views of the charging of juries in fraud 


very interesting, 
cases. 

Dr. Bloch’s appeal to the Ninth Cir- 
cuit was upon three specifications of 
error. These were: 
The trial court’s failure to give 
certain requested instructions. 
misconduct by the 
Prosecuting Attorney, and 

The inconsistency of the verdict. 
In an opinion filed on April 11, 1955, 
the Ninth Circuit, while finding no 
merit in Dr. Bloch’s specifications of 
reversed the judgment of convic- 
tion sua sponte because of plain error 
noticed by the Court in two instructions 
given by the trial judge. The court 
held there was no merit in Dr. Bloch’s 
first specification of error (Page 787 
Adv.) or his third specification of 
error (Page 790 Adv.). It held that in- 
asmuch as reversal was required on 
other 


2. Prejudicial 


error, 


grounds, it was unnecessary to 


pass on the second specification. 

The first instruction held to have 
been clear error requiring reversal un- 
der Rule 52 (b) of the Federal Rules 
of Criminal Procedure was: 

“The presumption is that a person 
intends the natural consequence of his 
acts, and the natural inference would be 
if a person consciously, knowingly and 
intentionally did not set up his income, 
and thereby the government was 
cheated or defrauded of taxes, that he 
intended to defeat the tax.” 

The second instruction held to have 
been clear reversable error was: 

“Willfulness includes doing an act 
with a bad purpose. It includes doing 
an act without a justifiable excuse. It 
includes doing an act without ground 
for believing that the act is lawful. 
also includes Going an act with a care- 
less disregard for whether or not one 
has the right so to act.” 

Both of these instructions have for 
some fairly standard in- 
structions in criminal tax evasion trials.1 
Naturally, the Bloch opinion holding 


years been 


the giving of them clear reversible error 


has created considerable interest. For 
good reason the group most vitally con- 


cerned are the score or less defendants 
appealing convictions of income tax 
evasion to the Ninth Circuit. Being 
somewhat standard, one or both in- 
structions were given in many of these 
cases. Under the rationale of the Bloch 
case, reversal would seem indicated in 
these cases even though objections to 
the subject instructions were not inter- 
posed at the trial. 

The Ninth Circuit on June 14, 1955, 
(233 F. 2d 297) denied the Govern- 
ment’s petition for rehearing. More re- 
cently it would appear the Solicitor 
General has concluded not to apply for 
Certiorari. We can only speculate as to 
the reason the Government failed to 
apply for Certiorari. The fact reversal 
might have been indicated for reasons 
other than those upon which it was 
ordered; i.e. prejudicial remarks of the 
Assistant District Attorney, probably 
was a factor. Disinclination to bring a 
second large group of tax cases before 
the Court may have been another. The 
Bloch case having thus been established 
as authority, it would seem profitable 
to analyze its holdings in some detail 
and to speculate concerning the extent 
they will be followed. 


Ninth Circuit's holdings 


Holding the instruction 
that willful tax evasion may be inferred 
from the fact a defendant “consciously, 
knowingly and intentionally did not set 
up his income and thereby the Govern- 
ment was cheated of taxes” has 
already mentioned. However, it 
will be interesting to see whether, on 
the basis of the Bloch case, counsel for 
defendants will be successful in obtain- 
ing an instruction to the effect that will- 
ful attempted evasion may not be found 
merely from the fact (1) the defendant 
willfully and intentionally understated 


erroneous 


been 


' The first instruction originated with Guzik v. 
United States, 54 F. 2d 618 (CA-7, 1931). The 
second instruction originated von — States 
v. Murdock, 290 U. S. 389 (1933 

2 This language seems to stem oll the general 
criminal law. For example, while homicide re- 
quires specific intent, it has generally been held 
that such intent includes a certain type of reck- 
less conduct so, if a person drove an automobile 
at high speed into a crowd of pedestrians with 
absolute disregard as to whether or not he hit 
anyone, it would be considered the same as though 
he deliberately intended to hit someone. 

8 Heretofore the N Ninth Circuit has strictly ogptied 
Rule 30. Mitchell v. United States, 213 F. 2d 
951 (1954); Bateman vy. United States, 212 F. 
2d 61 (1954); Benatar v. United States, 209 F. 
2d 734 (CA-9, 1954); Nemec vy. United 
States, 178 F. 2d 656 (1949), certiorari denied 
339 U. S. 985; Ziegler v. United States, 174 
F. 2d 489 (1949), certiorari denied 334 U. S. 
822; Frederick v. United aes, 163 F. 2d 536 
(1947), certiorari denied 332 U. S. 772; Arnold 
v. United States, 75 F. 2d 144, 145 and 146 
(CA-9, 1935); Sullivan v. United States, 75 
F. 2d 622 (1985), certiorari denied 295 U. S. 
757. 
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his-income and his tax liability and (2) 
the Government was as a result de- 
frauded of taxes. It will also be interest- 
ing to see what success will await de- 
motions for judgments of 
acquittal based upon the rationale of 
the Bloch case. It would seem such mo- 


fendant’s 


tions could be based upon the argument 
that the Government has proved only 
an intentional understatement of income 
and tax liability. The Bloch case holds 
this insufficient to establish the crime of 
tax evasion. Indeed, it could be argued 


from the Bloch case that the present 
form of indictment in tax cases is de- 
fective since in its specific portions it 


merely charges the defendent with in- 
tentionally understating his income and 
tax liability. 

Holding erroneous the _ instruction 
that willfulness includes doing an act 
with careless disregard for its conse- 
quences has already been mentioned. 
interesting to see 
whether the Bloch case will serve as 
authority for 


Again, it will be 
defendant’s instructions 
that no amount of recklessness or dis- 
regard for the accuracy of one’s returns 
can constitute willful evasion. 

The third important holding in the 
Bloch case is that claimed errors in in- 
structions may be noticed under Rule 
52 (b), Federal Rules of Criminal Pro- 
cedure, even though the questioned in- 
have previously been ap- 
proved by the Court. Rule 30, Federal 
Rules of Criminal Procedure, provides 
in part: 

“No party may assign as error any 
portion of the charge or omission there- 
from unless he objects thereto before 
the jury retires to consider its verdict, 
stating distinctly the matter to which he 
objects and the grounds of his objec- 


structions 


tion.” 

Rule 18 (2)(d) of the United States 
Court of Appeals for the Ninth Circuit 
provides: 

“Where the error alleged is to the 
charge of the court the specifications 
shall set out the part referred to totidem 
whether it be in instructions 
given or in instructions refused, together 
with the ground of the objection urged 
at trial.” 

Deciding the Bloch case sua sponte 
the court naturally departed from Rule 
30, Rules of Criminal Procedure, and 
tule 18 (2) of its own rules. The hold- 
ing would seem to indicate that the 
Court will consider objections to instruc- 


verbis, 


tions under Rule 52 (b) even if such 
objections are raised for the first time in 


oral argument before the Circuit Court. 
The Court held the giving of an instruc- 
tion which was previously specifically 
approved in the Bateman case, infra, to 
be “clear error.” Consequently, it would 
seem almost any claimed error in in- 
structions would be a clearer error. In- 
deed, the Legatos case, infra, would 
seem to make it again doubtful whether 
the first instruction termed error in the 
Bloch case is indeed error. Certainly, 
the Legatos case places the clearness of 
such error much in doubt. The fact both 
of the subject instructions have been be- 
fore the Circuit numerous times in the 
past before their erroneousness was no- 
ticed would seem to indicate the Cir- 
cuit did not strictly apply the require- 
ment of clear error contained in Rule 
52 (b). 

The fourth holding in the Bloch case 
is not apparent from the opinion, but 
becomes readily so from reading the 
transcript. Seventeen times during the 
course of his instructions the trial judge 
cautioned the jury that willfulness was 
a necessary ingredient of the crime of 
tax evasion (Transcript pages 408- 
416). Reading the trial judge’s instruc- 
tions as a whole, it is difficult to visual- 
ize what more the trial judge could have 
done to impress the jury with the fact 
that willfulness was the essential ele- 
ment in the crime of tax evasion. There- 
fore, it seems that the circuit court must 
have concluded that the subject instruc- 
tions were so erroneous their prejudicial 
effect could not be cured by other in- 
structions on willfulness, no matter how 
clear or how numerous. 


Pre-Bloch cases in 9th Circuit 

Each of these holdings reverses a sub- 
stantial number of previous decisions by 
the Ninth Circuit. Since the Bloch case 
does not discuss the cases previously 
decided by the Ninth Circuit we can 
only speculate as to what extent the 
Circuit intended to reverse its previous 
decisions. 

On April 15, 1954, the Court of Ap- 
peals for the Ninth Circuit in Bateman 
v. United States, 212 F. 2d 61, af- 
firmed Bateman’s conviction of income 
tax evasion after a trial in which both 
the instructions held to have been clear 
error in the Bloch case were given and 
did so despite the fact that counsel for 
Bateman ob‘ected to these instructions 
at the time they were given and as- 
signed the giving of them as error in 
his appeal. The Bateman opinion is 
even more surprising when it is noticed 
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the Circuit held that even if these in- 
structions had been erroneous the Court 
would not consider objections to them 
because the appellant had not complied 
with Rule 30. In Mitchell v. United 
States, 213 F. 2d 951 (1954) the Ninth 
Circuit dismissed as “Peccadillos” (page 
953) defendant’s objections to instruc- 
tions much more unfavorable to the de- 
fendant than those held to have been 
clear error in the Bloch case. 

In the past the Ninth Circuit has 
affirmed numerous convictions in which 
one or both the instructions, held to 
have been clear error in the Bloch case, 
were given. In Remmer v. United 
States, 205 F. 2d 277 (1953), although 
the second Bloch instruction was given, 
the Court stated they found “the in- 
structions given fully protected the 
rights of the appellant” (page 290). 
In Kobey v. United States, 208 F. 2d 
583 (1953), the second instruction was 
given. In his appeal Kobey attempted to 
complain of the second instruction but 
the court held that objections of this 
nature “come peculiarly within the 
sweep of Rule 30” and, in addition, 
stated it was of the opinion the instruc- 
tion was not erroneous. Other cases in 
which the second instruction held to 
have been error was given and appar- 
ently approved by the Ninth Circuit 
are: Davena v. United States, 198 F. 
2d 230 (1952); Katherine O’Connor v. 
United States, 175 F. 2d 477 (1949); 
Norwitt v. United States, 195 F. 2d 
127 (1952). 


Post-Bloch cases in 9th Circuit 


The first indication that the Circuit 
would follow its prior decisions rather 
than the Bloch case came when it re- 
considered the McFee and Remmer 
cases following their remand by the 
United States Supreme Court for recon- 
sideration in the light of the net worth 
decisions by the Supreme Court. One 
of the instructions which the Court held 
to have been so clearly erroneous as to 
require reversal sua sponte in the Bloch 
case was given at the trial of Remmer, 
and both are believed to have been 
given at the trial of McFee. However, 
on April 29, 1955, 18 days after the 
Bloch decision, the Circuit re-examined 
and affirmed for the second time Mc- 
Fee’s conviction (221 F. 2d 807). On 
May 23, 1955, the Circuit for the sec- 
ond time affirmed Remmer’s conviction 
despite the fact his counsel filed a brief 
seeking reversal on the authority of the 
Bloch case (222 F. 2d 720). 
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It is entirely possible the Circuit, in 
with the mandate of the 
Supreme Court, may have limited its 
consideration of the McFee and Rem- 
mer cases to net worth problems. How- 


accordance 


ever, if giving of the subject instructions 
be clear error, it is difficult to rational- 
ize the Court’s failure to order reversal. 
However, in’ Legatos v. United States, 
222 F. 2d 678 (Adv.) the same Circuit 
squarely met the full implication of the 
Bloch opinion. Tony Legatos was con- 
victed after a jury trial in which the 
first instruction held to have been clear 
error in the Bloch case was given. It 
would appear from the opinion that 
Legatos objected to this instruction and 
assigned it as error in his appeal. Not- 
withstanding the fact this should have 
placed Legatos in a substantially better 
position than Bloch, in an opinion filed 
May 12, 1955, the Circuit affirmec 
Legatos’ conviction. In its opinion th 
Ninth Circuit discusses the conflict be- 
tween the Bateman case and the Bloch 
case and concludes: 

a as a whole the 
Court’s instructions on intent and wili- 
fulness clearly and correctly stated the 


considered 


law and were not such as to mislead the 
jury. We conclude, therefore, that the 
present case is governed by Bateman v. 
United States, supra, and is distinguish- 
able from Wardlaw v. United States, 
supra, Bloch v. United States, 
supra, where the effect of the Court’s 
instructions considered as a whole was 


and 


not discussed.” 

In a footnote the Court calls atten- 
tion to the failure of the Bloch opinion 
to mention the Bateman case. 


Cases in other Circuits 

Due to the fact that the Ninth Cir- 
cuit has handled a surprisingly large 
number of criminal tax appeals, it is 
not surprising that the Bloch opinion 
was immediately noticed by other Cir- 
cuits. The United States Court of Ap- 
peals for the Eighth Circuit on June 28, 
1955, filed an opinion following its sec- 
ond review of Banks v. United States. 
Banks called attention to the fact the 
second instruction which the Ninth 
had held to constitute clear 
error was given at the trial which re- 
sulted in his conviction. The Eighth 
Circuit Banks’ contention 
but pointed out that he had overlooked 
two cases decided by the Ninth Cir- 
cuit—Legatos v. United States, supra, 
and Bateman v. United States, supra, 
which were contrary to the holding in 


Circuit 


considered 


November 1955 


Bloch. In unusual solicitude for the 
holding of the Ninth Circuit, the Eighth 
Circuit stated: 

“A careful review of these three opin- 
ions of the Ninth Circuit convinces us 
that the case here has more similarity to 
the Legatos and Bateman cases than to 
the Bloch case. And the statement in 
the Legatos case, supra, ‘that, con- 
sidered as a whole the Court’s instruc- 
tions on intent and willfulness clearly 
and correctly stated the law and were 
not such as to mislead the jury’ applies 
here.” 

An instruction very similar to the sec- 
ond instruction held to have been clear 
error in the Bloch case was considered 
by the Supreme Court of the United 
States in Friedberg v. United States, 
348 U. S. 142 (1954). Friedberg was 
convicted after a trial in which the fol- 
lowing instruction was given: 

“The Court instructs you that the 
word ‘willfully’ means not only inten- 
tionally or knowingly, but ‘done with a 
bad purpose without justifiable 
stubbornly, obstinately, 
and perversely.’” 

Friedberg appealed, alleging this 
and other instructions to have been 
erroneous. The Sixth Circuit (207 F. 
2d 777, 1953), in affirming Friedberg’s 
conviction, stated: 

i . the court delivered to the jury 
a clear and correct charge, in which the 
rights of appellant were fully protected 
with extreme care, and no exception be- 
ing taken to the charge.” 


excuse 


The Supreme Court affirmed Fried- 
berg’s conviction, finding no error in the 
instruction defining willfulness. 

The first instruction held to have been 
clear error in the Bloch case was held 
to have been error (although probably 
not “clear” error) in Wardlaw v. United 
States, 203 F. 2d 884 (CA-5, 1953). 
Wardlaw, an Assistant Disti:ct Attorney 
in Texas, failed to report the income 
from his outside practice, claiming he 
honestly believed he had not realized 
any income from this source. At his 
trial the Court not only gave the first 
instruction condemned by Bloch—to 
the giving of which Wardlaw strenu- 
ously objected—but also made a con- 
siderable number ‘of comments which 
the defendant claimed prejudiced his 
defense of good faith and ignorance of 
the fact of income. For instance, the 
trial court observed: 

“There is bound to be a line of de- 
marcation. else a cannibal could 
eat his neighbor’s children and believe 
it all right.” 

In Berkovitz v. United States, 213 
F. 2d 468 (CA-5, 1954), the Fifth Cir- 
cuit again held the giving of this in- 
struction to be error. However, counsel 
for Berkovitz objected to the instruction 
at the time it was given, and claimed 
the giving of it as his first assignment 
of error. Interestingly enough the Fifth 
Circuit, in the Berkovitz case, did not 
consider erroneous the second instruc- 
tion held to have been clear error in the 
Bloch case. In its per curiam opinion 





Bloch case. 
the light of all of instructions given. 


of tax. 





CONCLUSIONS FROM BLOCH DECISION 


THE AUTHOR suggests the following may be the conclusions to be drawn 
from the Ninth Circuit’s opinion in Bloch: 

1. The Department of Justice will probably discontinue requesting in- 
structions phrased in the language condemned in the Bloch opinion but will 
continue requesting instructions much to the same effect. 

2. Despite the strong language of the Bloch opinion convictions will not 
be reversed merely because the Bloch instructions were given if the other 
instructions on willfulness are adequate. The Legatos case seems to have 
clearly over-ruled the fourth and somewhat obscure holding of the 
In the future, the questioned instructions will be considered in 


3. There will be no change in the court’s review of alleged errors in in- 
structions, and compliance with Rule 30 of the Federal Rules of Criminal 
Procedure will continue to be insisted upon. 

4. Defendants will derive little comfort from the Bloch decision and 
the offense of tax evasion will continue to have been made out when the 
Government proves: (a) That the defendant knowingly and intentionally 
understated his income and tax liability in his returns, and (b) That as a 
result of such understatements the Government was temporarily. defrauded 
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denying the government’s petition for 
re-hearing, the Ninth Circuit attempted 
to reconcile its opinions by observing, 
“Each case presents a problem by it- 
self,” concluding that the instructions 
“taken as a whole” in the Legatos and 
Bateman cases were not erroneous 
whereas the “taken 


instructions as & 


whole” in the Bloch case were. Un- 
fortunately, the opinion does not dis- 
cuss the entire instructions given in the 
Bloch case, nor point out in what par- 
ticulars they differ from those given in 
the Bateman and Legatos cases and in 
other cases in which convictions have 
been affirmed. w 


NEW DECISIONS IN FRAUD AND NEGLIGENCE 


On court’s charge jury finds no family 
partnership but no fraud. Taxpayer and 
his son sued for refund of fraud penal- 
ties and tax deficiencies arising out of 
non-recognition of a partnership be- 
tween them. Under the court’s charge 
the jury especially found no fraud and 
no bona fide partnership between the 
two. Taxeraas, DC Minn., 6/30/55. 


Commissioner's failure to produce re- 
turns fatal to proof of fraud. Taxpayers 
acquiesced in the Commissioner’s de- 
of deficiencies for a 10- 
year period, but contended that the 
Commissioner had failed to prove fraud 
in those years. The Sixth Circuit sus- 
tained the Tax Court in its finding of 
fraud for 5 years of the ten years. Tax- 
payer's husband had withheld pertinent 
information from accountant who pre- 
tax return. The _ returns 
large understatement for 


termination 


pared his 


showed a 


| those years. As to the other years, how- 


ever, the court reversed the Tax Court. 


As to those years, the Tax Court had 





found this was error because the returns 
were not in evidence and there was no 
evidence of their contents. Drieborg, 
CA-6, 8/29/55. 


Delinquency penalty for skeleton re- 
turns. Taxpayers filed tentative or skel- 
eton de- 
tailed information as to income or de- 
ductions. They filed complete returns 
several years later after notices of de- 
ficiencies were given and tax (jeopardy) 
liens filed. The court upheld the delin- 
quency penalties. Taxpayers failed to 
prove reasonable cause. Sanders, CA-10, 
8/17 


returns which contained no 


55. 


3-year statute for perjury on return 
under 1939 Code. Taxpayer was in- 
dicted for knowingly subscribing a false 
income tax return under penalties of 
perjury. The court held that the indict- 
ment was timely. The offense was com- 
mitted under the 1939 Code, therefore 


the 3 year statute of limitations was 


applicable, not the 6-year _ statute, 
under the 1954 Code. Dodson, DC SD 
N.Y., 8/1/55. 


Deficiencies barred; no proof of fraud. 
Deficiencies for 1944 and 1945 were 
held barred by the statute of limitations; 
the court found taxpayer’s returns were 
not false or fraudulent. In 1944 tax- 
payer failed to ascribe a proper basis 
to a capital asset on the erroneous ad- 
vice of an outsider, and in 1945 he 
failed to report transactions of loss as 
well as gain. Mandt, TCM 1955-226. 


Fraud not proved; $90,000 gross was 
reported though $3,000 was omitted. 
Taxpayer did not appear; the Commis- 
sioner’s assessment of additional tax due 
to failure to report some $3,000 was 
upheld. The amount of omission was 
of two checks—one for $200 cashed by 
a stockholder’s wife and the second for 
$9,000 likewise cashed but only $6,000 
accrued for it on the books. In view of 
the fact that $90,000 was reported and 
the government did no more than show 
the omission, the court finds fraud was 
not proved. Seaboard Excavators, TCM 
1955-244. 


Attorney negligent in record keeping, 
but fraud not proved. The Commis- 
sioner investigated local courthouse and 
bank records and the records of the 
State Industrial Commission to deter- 
mine taxpayer’s clients. The client was 
frequently asked the fee paid. In this 
way the Commissioner computed tax- 
payer’s income. His fees, after deduc- 
tion of expenses, ran from $12,000 to 
$15,000 a year. The Commissioner's 
computation is accepted but fraud pen- 
alties are not sustained. “Carelessness is 
not synonymous with fraud.” Murdaugh, 
TCM 1955-245. 


Fraud in omitting profits kicked back 
by partner. The Tax Court accepted the 
testimony of taxpayer's partner in a 
paper napkin business that he was 
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forced to give part of his share of the 
profits as a “kickback” to the taxpayer. 
The “kickbacks” were included in the 
income of the taxpayer, and his failure 
to report them was held to be deliberate 
and fraudulent. Somers, TCM 1955- 
199. 


Tax fraud and negligence * 


Summary record of gambling “hits” and 
“wins” accepted in part. Taxpayers were 
members of wagering and bookmaking 
partnerships. Only a summary record of 
the daily net “wins” and the daily net 
losses or “hits” was maintained; the de- 
tailed daily betting sheets were de- 
stroyed. The Commissioner’s disallow- 
ance of all losses or “hits” was modified 
to permit some daily losses determined 
under the Cohan rule. The “hit” figures 
for the bookmaking partnership for all 
years except one were accepted as cor- 
rect; the manager had testified that the 
figures were accurately copied from the 
daily sheets. As fraud was not proved, 
deficiencies for some of the years were 
barred. R. Fogel, TCM 1955-185; M. 
Fogel, TCM 1955-186. 


No fraud in tavern keeper's bad records. 
Because taxpayer's records of his tap 
room and real estate ventures were in- 
adequate, the court approved (with 
some corrections) the Commissioner’s 
reconstruction of income by the net 
worth method. However, the court 
found no fraud in this poor record keep- 
ing. Nor was 25% of the gross omitted. 
Consequently the ordinary three year 
statute of limitations applies. Hulshart, 
TCM 1955-231. 


Illegal numbers business maintained 
adequate records; Commissioner must 
accept reported income. Operators of 
an illegal numbers business destroyed 
the original tickets and report slips of 
the bet writers but kept in permanent 
form complete daily summaries of their 
two daily plays. The allowance of only 
50% of the cash receipts as paid to 
winning bettors, in lieu of 63% as 
shown by the books, was held arbitrary 
and not authorized. Since the records 
were found to correctly reflect the net 
earnings, negligence penalties were not 
sustained. Giles, TCM, 1955-189. 


Deficiencies and fraud penalties ap- 
proved; gambler failed to appear. Tax- 
payer, a gambling “commissioner,” 
failed to appear or offer any evidence to 
refute the Commissioner’s determination 
of unreported income by use of the cash 
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expenditure method. The deficiencies 
and fraud penalties were sustained. In 
the absence of any credible evidence 
from the taxpayer, the fact that the cash 
expenditures so greatly exceeded re- 
ported income was persuasive evidence 
of a fraudulent intent. Baker, TCM 
1955-151. 


Net worth computations upheld. Tax- 
payer’s wife admitted that only part of 
the receipts from a riding academy 
were entered on the joint return for 
herself and her husband. For this reason 
the court ignored the taxpayer’s books 
and upheld the Commissioner's net 
worth statement. Most of the taxpayer's 
criticism of it was his uncorrobo- 
rated testimony of cash on hand. Point- 
ing out that he had given false testi- 
mony at his divorce trial, the court re- 
garded his statements as of little weight. 
Fraud found in consistent and substan- 
tial understatement. Wheeler, TCM 
1955-249. 


Net worth statement should have in- 
cluded more opening cash, smaller liv- 
ing expense. The Tax Court accepts 
taxpayer's claim that he had $20,000 
cash not in banks and spent less than 
the $2,000 to $2,500 estimated living 
expense. The court reversed the net 
worth computation increasing from $6,- 
000 to $20,000 the opening cash and 
reducing living expense to $1,600. Rose, 
TCM 1955-246. 


Bonds were purchased from cash hoard, 
not concealed income. Commissioner 
assessed additional tax and fraud pen- 
alties on decedent and his three sons 
for 1945. In that year decedent, in very 
poor health, showed his sons his hoard 
of cash. They purchased $62,000 of 
The bank testified the 
bills were all old. The court found the 
sons had prepared proper returns of 
their income and that the father was 


bonds with it. 


completely retired and had no income. 
There was no deficiency in tax. Over- 


beck, TCM 1955-243. 


Lack of investment records justifies use 
of net worth computation. Use of the 
net worth method was held proper in 
reconstructing the net income of tax- 
payer, a jewelry dealer who engaged 
in numerous investment and specula- 
tive activities. The dealer, who had 
been convicted for attempting to evade 
taxes, kept incomplete records of the 
jewelry business and no records with 
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respect to his investments and specula- 
tions. Fraud penalties were sustained. 
Olson, TCM 1955-222. 


Inconsistency between books and net- 
worth increase justifies ignoring books. 
Taxpayer operated slot machines and 
also had interests in other businesses. 
His wife kept fairly detailed books. The 
Commissioner ignored them and com- 
puted income by increase in net worth. 
This the court held proper. “Net worth 
method is not a method of accounting 
within the scope and meaning of Sec- 
tion 41 . . . the net-worth method 
merely evidences income apparently re- 
ceived. Nor is it banned merely 
because taxpayer maintains a set of 
books from which an income can be 
computed. To the contrary, when there 
is an inconsistency between the taxpay- 
ers increase in net worth and the in- 
. the 
net worth method provides clear and 
convincing evidence that such books are 
not trustworthy.” However for all but 
one year the court held that evidence 
of fraud was not clear and convincing. 
For 1947 there was the taxpayer’s plea 
of guilty to a criminal evasion proceed- 
ing. Gleis, 24 TC No. 105. 


come as reflected in his books . 


Deficiencies against gambler upheld on 
net worth reconstruction. Taxpayer kept 
no records of his income from the num- 
bers game he operated. Reconstruction 
of income on the net worth basis 
showed understatements from 266% to 
1.404%. He did not appear at trial; the 
Commissioner’s computation of income 
is therefore sustained. On the fraud is- 
sue the court finds that taxpayer’s plea 
of guilty in a criminal proceedings to- 
gether with the size of the understate- 
ment support the Commissioner’s deter- 
mination of fraud. Commenting on tax- 
payer's lack of records, the court said 
“We have indicated before that those 
whose income is derived from opera- 
tions or activities on what might be 
called the “fringe of society” should 
make a far greater effort than other 
taxpayers to keep every record and 
scrap of evidence of their financial 
transactions to substantiate the correct- 
ness of their returns.” Brice, TCM 
1955-232. 


Accountant reports own gain in dealing 
with client only after losing him; fraud 
sustained. Taxpayer, an accountant 
with a “substantial practice,” contracted 
in January of 1945 to buy stock in a 


casket company from his client (Pattan) 
for $500,000. In June the contract was 
cancelled so the seller could sell at a 
better price to a third party. Taxpayer 
received back more than the payments 
he made. The court held the gain was 
short-term capital [see page 278, Ed.]. 
Taxpayer did not report the gain, some 
$227,000, in 1945. He did report it on 
his 1946 return. The court said: “We 
think the government met its burden of 
establishing fraud. Taxpayer, who had 
been employed by the Bureau of In- 
ternal Revenue between 1918 and 1924 
(first as a deputy collector and later 
as assistant to the Revenue Agent in 
Charge at Pittsburgh, Pennsylvania), 
had a large accounting practice in Erie, 
Pennsylvania, during the period 1924 
to 1945. He prepared monthly financial 
statements and tax returns for the com- 
pany, and prepared Pattan’s 1945 in- 
dividual return, in which he did not 
report anything having to do with Pat- 
tan’s transactions in Casket Company 
stock. Taxpayer’s explanation was that 
Pattan had advised him that he had 
not recovered his cost. The tax court 
thought the explanation wanting be- 
cause of evidence that on or about July 
6, 1945, taxpayer prepared a calculation 
indicating that Pattan had realized a 
$410,550.39 gain on the two transac- 
tions with the taxpayer and the other 
purchaser. It was only after taxpayer 
had knowledge that Pattan had hired 
another accountant to file an amended 
return for 1945 (which return included 
the Casket Company stock transactions) 
that he reported the gain on his 1946 
return. In addition, neither the taxpayer 
nor Pattan maintained any book records 
concerning the transaction. 

“Petitioner's explanation of his failure 
to report the gain in 1945 was that his 
wife was ill and, as a result, he was not 
responsible for his actions. We think 
that, in light of the evidence and the 
substantial nature of the transaction, 
taxpayer’s explanation was properly re- 
jected by the trial court. It is difficult 
to believe that the taxpayer when he 
filed his return forgot a gain of over 
$200,000.” 

Fraud penalties also upheld for 1943. 
Taxpayer kept no records of his com- 
plicated dealings with a company for 
which he acted as receiver, though he 
made substantial advances to it and 
eventually bought all its stock. He sold 
the assets in 1943 and in effect liqui- 
dated it by taking the purchase price 
directly. Meldon, CA-3, 8/23/55. 
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TAX PLANNING AND 


Business management 


_ FOR TAX MEN 





Liquidating by sale not necessarily 


going into business of selling 


rue FirrH Crrcurr in reversing the 
| Tax Court in the Goldberg case 
(3 JTAX 152) set forth its concept of 
the rule applicable in determining 
whether rental housing is held for sale 
or investment. This is how the court put 
it: 

The Tax Court found that although 
petitioners went into business for the 
purpose of building houses for rental, by 
the beginning of 1946 the nature of the 
corporation’s business had been changed 
to selling houses; therefore, that the 
profit realized from sales in 1946 was 
taxable as ordinary income and not as 
capital gain. 

First, as to the scope of the review 
which we may make of the Tax Court’s 
finding that the houses were held dur- 
ing the taxable year for sale to customers 
in trade or business, we reaffirm all that 
we said on the subject in our recent 
case of Galena Oaks Corp. v. Scofield, 
218 Fed. (2d) 217. As Judge Rives ex- 
pressed the principle applicable to the 
decision of the present case, as we con- 
ceive it: 
as the so-called ‘ulti- 
mate fact’ is simply the result reached 
by processes of legal reasoning from, or 
the interpretation of the legal signifi- 
cance of, the evidentiary facts, it is ‘sub- 


“Insofar 


ject to review free of the restraining im- 
pact of the so-called “clearly erroneous” 
rule.” Lehmann v. Acheson, 3 Cir., 206 
Fed. (2d) 592, 594.” 

We are convinced that the finding of 
the Tax Court was the result of an 
erroneous view of the law, and proceed 
now to state our view of the substantive 
law involved. 

Like other courts, we have had fre- 
quent occasion to consider this matter. 
Since the cases are so numerous, and 
since practically every judicial discus- 


sion involves the particular combination 
of facts present in the case, it is difficult 
to review them in brief. But the cases 
follow a consistent pattern and line of 
reasoning; and although the courts are 
fond of saying that each case depends 
on its particular facts, we may set out 
some objective principles which they 
uniformly follow. 

In the typical case it is clear that the 
property owner did not intend to engage 
in the business of buying and selling real 
estate when he acquired or developed it, 
but on the contrary intended only to 
rent it. At the time he may have been 
restrained from selling by wartime legis- 
lation or the terms of a government loan. 
But years later, his intention changes or 
the government restrictions are re- 
moved, and he proceeds to sell the prop- 
erty. The test as to whether the capital 
gain provisions apply in such event is, 
at bottom, whether the purpose of the 
sales is primarily making money by 
carrying on a substantial part of the ac- 
tivities of a person engaged in the busi- 
ness of selling houses or to dispose of or 
liquidate the rental business. If the 
latter is the case, the owner obtains 
capital gain benefits. 

A significant matter in determining 
whether the purpose is liquidation of a 
business is, of course, whether, consider- 
ing the objective evidence, the owner 
ever intended to operate a rental busi- 
ness in the first place. If the property 
was originally acquired for rental pur- 
poses, it may nevertheless later be held 
for ordinary business sale to customers; 
and the converse may also be true. But 
the original purpose is important, for to 
counterbalance it there must be signifi- 
cant objective evidence of a change in 
that purpose. 

The frequency and continuity of sales 
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is also important. If a rental corpora- 
tion’s assets are sold in a single transac- 
tion to a single purchaser, it could not 
be reasonably contended that there was 
a sale to a customer in the regular course 
of business. But more often the owner 
sells his rental properties piecemeal to 
different individuals. How frequent the 
sales are depends on many circum- 
stances; the extent to which the seller 
turns his talents to the promotion and 
solicitation of sales, the number of units 
in the rental project, and the state of the 
market. Only the first of these circum- 
stances has any rational connection with 
the question whether the owner has 
changed his business to selling, or is 
simply liquidating his business. Thus the 
frequency and continuity of sales factor 
is significant only so far as it reasonably 
justifies the conclusion that the owner 
somehow promoted the sales. The 
courts do not deny capital gain benefits 
simply because a large number of sales 
are made in a short period; for if the 
owner has a large number of houses on 
a seller’s market, it is quite possible that 
he may sell them continuously without 
any sales promotion or solicitation. 

It seems that appellate courts have 
quite generally upheld the finding by 
the trier of fact that the owner was a 
dealer, where the evidence showed that 
he himself devoted his energies and tal- 
ents to substantial promotional, adver- 
tising, or sales techniques ordinarily as- 
sociated with real estate dealers. Fur- 
thermore, if the owner was contempor- 
aneously, or soon before or after, buying 
or selling other properties on his own 
account as a dealer, appellate courts 
have found that this evidence supported 
factual findings resulting in the denial of 
capital gain benefits with respect to th 
rental properties in question. w 


AIA makes new fiseal-year 
recommendations 


THE AMERICAN INSTITUTE OF ACCOUNT- 
ANTS has just completed a study of 
natural business years (the period 
which most nearly fits the natural cycle 
of the and issued recom- 
mendations as to when it is best for 
different kinds of businesses to close 
their books. This guide should be of 
considerable help to those organizing 
new corporations, establishing fiscal 
years for tax purposes, etc. Copies of 
the list may be obtained without charge 
from the AIA, 270 Madison Avenue, 
New York 16. * 


business ) , 
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Crackdown on employers who fail to 


furnish unemployment information 


VM {CHIGAN HAS ANNOUNCED that it 
! will impose statutory penalties 
where employers fail to furnish required 
information on time or inexcusably fail 
to report obvious cases of claimant in- 
eligibility. The penalty in the former 
case is $10 for each late report plus 
$10 for each month that the report is 
delinquent. In the latter case the 
penalty is $100 fine, 90 days imprison- 
ment or both. It is good to see the State 
of Michigan take this action, especially 
insofar as it affects those employers 
who do not cooperate with the State 
in divulging disqualifying information. 
Michigan is one of eleven states 
which use a request system of report- 
ing, i.e., employers do not file quarterly 
wage listings with the State but rather 
merely pay total contributions due quar- 
terly and the State receives no wage 
information terminated 
ployee becomes a_ benefit claimant. 
Then the State requests the former em- 
ployer for wage information as well as 
the reason for termination. It can be 
readily seen that delay in furnishing 
this information to the State compli- 
cates the administration of unemploy- 
ment benefits under the request report- 


until a em- 


ing system. 

Also, under the Michigan law em- 
ployers are kept currently advised of 
the benefits paid to their terminated 
employees since they receive copies of 
checks as issued. A recent survey con- 
ducted by the Michigan Employment 
Security Commission indicated that 
there were many cases where claimants 
were receiving benefits covering pe- 
riods of time during which they were 
simultaneously working for the same 
employer who was being charged with 
such benefits. Certainly in these cases 
the employees were drawing benefits 
illegally but this situation would not 
have existed had the employers audited 
the benefit check copies which they 


received. In so doing they could have 
immediately determined that the em- 
ployees were currently working and not 
entitled to unemployment benefits. It is 
in instances such as these that the State 
contemplates imposing the maximum 
statutory penalties. 


Employer participation in California 

The importance of employer partici- 
pation and cooperation with the var- 
ious State Departments of Employment 
is further emphasized in an article pub- 
lished in the third quarter News Letter 
of the California Department of Em- 
ployment. Mr. E. C. Doolittle, Chief 
of Benefits in the Department, writes: 

“Let me point out the effect of em- 
ployer participation. Determinations 
with employer participation resulted in 
70.3% disqualifications, while without 
employer participation the result was 
32.5%  disqualifications. During the 
year, claimants initiated 1,279,515 
claims certifying to the beginning of a 
new period of unemployment subse- 
quent to a termination. Based on em- 
ployer information or other potentially 
disqualifying information, the depart- 
ment conducted investigations and in- 
terviews, resulting in 138,933 docu- 
mented determinations based primarily 
on the reason for leaving the last em- 
ployment. 

“With factual information from em- 
ployers to use as a basis for interviews, 
we were in a much better position to 
combat self-serving or misleading state- 
ments. Without employer participa- 
tion, we were obliged to launch our in- 
vestigation on the basis of self-supplied 
information, and general knowledge of 
the employment market, and unlikeli- 
hood that the employment was termi- 
nated due to lack of work. 

“The responsibility for the administra- 
tion of the Unemployment Insurance 
Fund is primarily the Department of 


Employment’s. The above data point 
out, however, that when employers co- 
operate in that administrative responsi- 
bility, they are not only helping to safe- 
guard the fund, but are thereby serv- 
ing the best interests of employers and 
employees alike. Concrete information 
from employers helps the department 
administer the Unemployment Insur- 
ance Fund in the best interest of all.” * 


Retail commission salesmen 
win withholding relief 


Durinc the last legislative session a bill 
was passed and approved by the Presi- 
dent on August 9th which represents 
the first break-through in previously 
established withholding requirements. 
We refer to HR 542 which exempts 
from the withholding tax certain non- 
cash remuneration paid to retail com- 
mission salesmen. 

This bill was originally introduced 
by Congressman Keogh on January 5, 
1955 but laid somewhat dormant until 
the closing days of the legislative ses- 
sion. The bill passed the House on July 
21 and the Senate on July 28. It was 
passed by unanimous consent without 
debate and was one of a group rushed 
through just prior to the adjournment 
deadline. Strenuous efforts were made 
in these closing days of the session to 
have the bill amended so that this ex- 
emption would be made to apply to 
non-cash remuneration paid to all sales- 
men whether wholesale or retail, 
whether on a salary or commission. 
There is no question but that the same 
bookkeeping difficulties are involved in 
withholding taxes whenever non-cash 
payments are made to any salesman and 
it did not seem equitable to grant this 
exemption only in the case of retail 
commission salesmen. In spite of these 
efforts the legislation was finally passed 
and was confined to retail commission 
salesmen. We understand that further 
efforts will be made during the next 
session to broaden the exemption to in- 
clude other than retail commission 
salesmen. 


Lie detector tests no ground 
for misconduct firing 


HERE Is an interesting case which was 
recently reported. It should be of par- 
ticular interest to large retail 
wholesale companies where the control 
of merchandise inventories is a problem. 

In this particular case there had been 
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a series of thefts from a hotel safe de- 
posit vault. A substantial number of 
the hotel’s employees were required to 
take lie detector tests. One such em- 
ployee was subsequently advised that 
due to her extreme nervousness during 
the test, a second test would be neces- 
She refused to take the second 
test and was discharged. The employer 
attempted to hold that she had left her 
job voluntarily and in the absence of 
such finding that she would have lost 
her employment through misconduct 
with her work. The 
referee held that, first of all, since she 
was discharged she did not leave her 
employment voluntarily. Secondly, in 


sary. 


in connection 


the absence of any evidence as to the 
scientific accuracy of the lie detector 
test, it could not be held that the ad- 
ministration of such a test is a normal 
incident of the employer-employee re- 
lationship regardless of the position of 
trust or responsibility held by the ter- 
minated employee. The referee did not 
question the right of the employer to 
dismiss any employee for any sufficient 
He did hold that her refusal 
to submit to a lie detector test for a 


reason. 


second time did not constitute miscon- 
duct. The decision, of course, makes no 
mention of what might have prevailed 
had the claimant refused to submit to 
the test the first time. 


Federal unemployment fund 
reaches new high 


MANNER in which the Federal un- 
employment account is increasing is re- 
vealed by the following paragraphs 
from the August issue of “The Labor 
Market and Employment Security 
Report:” 


THI 


“The Employment Security Adminis- 
trative Financing Act of 1954, discussed 
in an article in last month’s issue of The 
Labor Market and Employment Secur- 
ity, earmarked Federal unemployment 
tax revenues collected in excess of em- 
ployment security administrative expen- 
ditures for any fiscal year and appro- 
priated the first $200 million of these 
surplus collections to a Federal unem- 
ployment account to be used in mak- 
ing repayable, interest-free advances to 
States with depleted unemployment 
reserves. 

“The Federal unemployment account, 
as a result of excess taxes collected dur- 
ing its first fiscal year of operation— 
1954, was credited with $64.3 million. 


The net effect of interest credited to 
the account since the initial deposit and 
a $3 million loan to Alaska reduced the 
balance to $61.7 million as of June 
30, 1955. This amount was revised at 
the close of fiscal 1955 when more ac- 
curate estimates of fiscal year 1954 
expenditures became available. A pre- 
liminary Treasury Department state- 
ment indicated that excess taxes col- 
lected during fiscal year 1955, together 
with revisions in the fiscal year 1954 
estimates and interest credited for the 
April-June 1955 quarter will add al- 
most $90 million to the account, bring- 
ing the current cash balance to approxi- 
mately $148.8 million.” w 


Additional Unemployment Compensa- 
tion Law amendments. In New Jersey, 
a claimant whose average weekly wage 
comes to at least $57.50 will draw 
benefits of $35.00 weekly effective with 
benefit years beginning on and after 
October 1, 1955. The previous maxi- 
mum weekly benefit was $30.00. 
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Final word on the 
Todd Shipyards case 


WE apvisep (JTAX September 1954), 
that the Texas Employment Commis- 
sion was then rechecking its records in 
order to revise employers’ unemploy- 
ment insurance accounts and contribu- 
tion rates for the years 1948 through 
1953. This was a Herculean task. 
When the results of the search were 
completed employers were notified by 
the State as to those benefit payments 
which, according to the State records, 
represented improper charges in light 
of the Todd Shipyards Case (see JTAX 
July 1954). 

Where the employers’ records agreed 
with the State findings forms were re- 
quired to be signed and refund checks 
are now being distributed by the Texas 
Employment Commission. Where em- 
ployers’ records did not agree with the 
State findings there will be delays while 
the differences are reconciled. w 


New payroll decisions this month 


Helpers employed by an employee are 
also employees of the company. Local 
union helpers engaged and paid by the 
employee-drivers of a motor truck 
freight line to unload “drop” freight 
shipments at points which do not have 
terminal facilities, are considered em- 
ployees of the freight line for purposes 
of Federal employment taxes and the 
withholding tax. Rev. Rul. 55-543. 


Inventor supervising exploitation of his 
invention after assignment is employee 
of assignee. A taxpayer possessing an 
exclusive license to make, use and sell 
a certain invention, assigned his rights 
under the license to a company and 
entered into an agreement with the 
company to act as its manager and 
supervise the exploitation of the rights 
conferred by the license under general 
control and direction of the company. 
The service holds he is an employee of 
the company for Federal employment 
tax purposes. Rev. Rul. 55-561. 


Peace officers appointed by Kentucky 
Governor are employees of property 
owners. Special peace officers may be 
appointed by the Governor of Kentucky 
pursuant to statute to protect property. 





They are subject to the property own- 
er’s direction and control in the per- 
formance of services; therefore they 
are employees of the property owner 
for federal employment taxes. However, 
as the state has control of the payment 
of the officer’s wage (which payment 
is reimbursed by the property owner) 
it is responsible for the withholding of 
income tax on such wages. Rev. Rul. 
55-544. 


Self-employment tax may be paid cur- 
rently on Form 1040ES. A self-em- 
ployed individual may pay his self- 
employment tax on a_ pay-as-you-go 
basis by filing quarterly declarations of 
estimated income tax. If he is also em- 
ployed, he may have his employer in- 
crease the amount withheld to cover 
the self-employment tax. Rev. Rul. 55- 
521. 


Rent for office space is self-employment 
income. A taxpayer who is not a real 
estate dealer received rent for space in 
an office building. No services are ren- 
dered to the tenants. The payments are 
rentals from real estate and are ex- 
cluded in computing net earnings from 
self employment. Rev. Rul. 55-559. 
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) BY JOSEPH S. MARTEL 





New Illinois use tax adds to unusual 


sales-tax situation; rates increased 


The Illinois constitution prohibits a sales 


by MAURICE W. SCOTT 


tax, so the state has an “occupation” tax 


based on sales; a new law adds a companion use tax of unusual scope, which may 
be a forerunner of similar taxes in other states where collections are a problem. 


We invited Mr. Scott, an attorney in ch 
Federation of Illinois, to analyze these 1 
other states who may be affected by 


“cpio HAS jUsT enacted three new 
laws which represent something of 
a new departure in sales taxation, and 
which should be watched by taxpayers 
and practitioners concerned with state 
and local taxation throughout the coun- 
try. They are: 

1. Senate Bill 510, which levies a new 
use tax in Illinois. 

2. Senate Bill 694, which permits a 
city, village or incorporated town to 
levy a “municipal sales tax” at a rate of 
not more than !/, of 1% without secur- 
ing the approval of the voters at an elec- 
tion or referendum. 

3. Senate Bill 509, which increases 
the rate of the state Retailers’ Occupa- 
tion Tax (called state “Sales Tax”) 
to 2.5% for a period of two years and 
redefines “selling price.” 


The new Illinois use tax 

Use taxes are common in states which 
have a direct sales tax instead of the 
occupational tax which we have in 
Illinois. Use taxes are levied at the 
same rate as the state sales tax (use 
tax complements the sales tax). While 
they have other effects, their principal 
purpose is to protect local merchants 
by placing a tax upon the purchases by 
residents of the state which are made 
out of the state for the purpose of avoid- 
ing the state sales tax. 

Illinois, until recent date, was one 
of the few states which did not have a 


arge of legal research of the Taxpayer’s 
vew laws for the benefit of taxpayers in 
this new development in tax thinking. 


use tax. There was great doubt in the 
minds of members of the General As- 
sembly and constitutional lawyers about 
the legality of the use tax under the 
Illinois Constitution. However, the Gen- 
eral Assembly at its 1951 session, passed 
a cigarette use tax and the constitu- 
tionality of that Act was sustained by 
the Illinois Supreme Court in a recent 
decision (Johnson v. Halpin, 413 Ill. 
257). In this decision the court held 
not only that a common right may 
be taxed as a privilege but that a use 
tax may be imposed as a complementary 
tax. The decision in the Halpin case 
had an important bearing upon the 
passage of the Use Tax Act by the 
Illinois General Assembly in 1955. 

The Illinois use tax, effective August 
1, 1955, is a tax on the privilege of 
using in this state tangible personal 
property which has been purchased “at 
retail.” A sale “at retail” under the use 
tax includes anything which would be 
a sale “at retail” under the Illinois Re- 
tailers’ Occupation Tax. 

As the use tax is a tax on the privi- 
lege of using tangible personal prop- 
erty, the tax is levied on the person 
who buys such property for use in this 
state and not upon the seller. However, 
if the seller maintains a place of busi- 
ness in Illinois, or does business here 
through an agent or solicitor, he has 
a legal duty to collect the tax from the 
buyer. If the user purchases the tangible 


personal property at retail from a re- 
tailer, but does not pay the use tax 
to such retailer (as will happen if the 
property is bought outside _ Illinois 
from a retailer who is neither required 
nor authorized to collect the use tax), 
the purchaser shall pay the use tax 
directly to the Illinois Department of 
Revenue, not later than the 15th of the 
month following the month in which 
the user makes any payment on the 
selling price. The payment to the De- 
partment is accompanied by a returm 
which shall be made on a form that the 
Department will provide on request. 

The use tax applies only to those 
transactions in a store upon which the 
retailer incurs Illinois Retailers’ Occu- 
pation Tax liability. A retailer; there- 
fore, will collect the use tax on the con- 
ventional over-the-counter sales made 
in his store but not on sales of books, 
music or other items which are now 
exempt from the state “sales” tax. 

With the effective date of the use 
tax, August 1, 1955, as far as state 
taxes are concerned, the only addition 
which will be made to the selling price 
of merchandise will be the amount 
collected as use tax. The use tax which 
a store collects from its customers will 
not be remitted to the state but will 
be used to pay the merchant’s tax 
liability under the Illinois Retailers’ 
Occupation Tax Act (“Sales Tax”). In 
other words, the purchaser will pay 
the use tax to the retailer. The retailer 
must remit the use tax which he collects 
to the Illinois State Department of 
Revenue, but first reduces what he must 
remit in this connection by the Re- 
tailers’ Occupation Tax (if any) which 
he is required to and does pay to the 
Department with respect to the same 
sale. 

The difference between the use tax 
and the Illinois Retailers’ Occupation 
Tax, as far as the merchant and the 
taxpayers are concerned, is entirely a 
matter of terminology. Because of state 
taxes, 2.5%, and only 2.5%, will be 
added to retail sales regardless of what 
the 2.5% may be called. 

The Use Tax Act further provides 
that a merchant may not advertise or 
represent in any way that he is ab- 
sorbing the tax, or that it will not be 
added to the selling price of mer- 
chandise. He must refund the tax if 
the merchandise is returned by the 
customer. The retailer must give the 
customer a receipt if the customer 
demands one, and the State Department 
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of Revenue, which. administers the tax, 
may prescribe the form of the receipt 
which must be given. 


City sales tax without referendum 

The corporate authorities of cities, 
villages incorporated 
[llinois have had the authority to im- 
pose a municipal Retailers’ Occupation 
Tax of not to exceed 0.5% since 1947, 
provided the voters approved the im- 
position of such a tax at an election or 
referendum. Under such law the corpo- 
rate authorities of East St. Louis, Dan- 
ville, Kewanee, Peoria, Cairo, Spring- 
field, and Mt. Vernon (twice) sub- 
mitted the tax to the voters, but the 
electors turned it down overwhelmingly 
in each municipality. Nevertheless, the 
General Assembly amended the law 
1955 to remove the 
referendum provision. Already many 
municipalities have taken advantage of 
such amendment and have passed ordi- 
nances to impose the 0.5% “city sales 
tax.” 

The new “city sales tax” will be ad- 
ministered and collected by the Illinois 
Department of Revenue (the Depart- 
ment will receive 6% of the amount of 
tax collected in each municipality to 
cover the costs of enforcing and ad- 
ministering the law). The Deparuiisent 
also has the authority to write rules 
and regulations to aid in administering 
the law. The tax accounting will be 
relatively simple because the city tax 
will apply to the same transactions to 
which the state tax applies and tax 
returns for both the city and the state 
tax will be made on the same forms. 

Under the regulations 
which the State Department of Revenue 
has written (rule 4), the “city sales tax” 
will apply at the point of sale, which 
means the place where the customer’s 
offer to buy has been accepted by the 
seller. Take Chicago as an example: 

The Chicago “sales tax” will apply 
even though merchandise purchased in 
a Chicago store is delivered to a cus- 
tomer who lives in a suburb or some 
other community in Illinois. This is 
true whether the customer comes into 
the store to make his purchase or makes 
his purchase by mail or telephone, and 
it makes no difference if the purchase is 
delivered C.O.D. The Chicago tax, 
like the State Retailers’ Occupation Tax, 
will not apply to a purchase where the 
delivery is made outside of Illinois. 

The Chicago tax will apply if a 
suburban resident calls a suburban tele- 


and towns in 


at its session in 


rules and 


phone number, believing it to be a 
telephone number of the suburban 
branch of a Chicago store, if the tele- 
phone is answered in the Chicago store 
and the order is accepted by that store. 

The Chicago tax will not apply if 
a suburban resident makes a purchase 
in the suburban branch of a Chicago 
store which is delivered to him from 
the .store’s warehouse which is located 
in Chicago. 

The Chicago tax will not apply if a 
Chicago resident makes a purchase in 
a suburban branch of a Chicago store 
which is delivered to his home in Chi- 
cago, from either the Chicago or subur- 
ban warehouse of the store. 

Delivery of the property within the 
municipality to the purchaser is not 
necessary for the seller to incur munici- 
pal “sales tax” liability. It is sufficient 
that the purchaser receives the physical 
possession of the property somewhere 
in Illinois as far as the question of 
delivery is concerned. 


Changes in retailers’ occupation tax 


The new law, which became effec- 
tive on July 1, 1955, changes the tax 
rate of the from 2% to 
21/,%, for and_ redefines 
“selling price.” 

Under the old law “selling price” or 
‘amount of sale” included the amount 
which a retailer added to a sale be- 
cause of the expense of the Retailers’ 
Occupation Tax. So, for example, under 
the old law, the selling price of a dollar 
item, to which the retailer added two 
cents, was $1.02. When the law was 
first enacted a retailer paid tax on a 
selling price of $1.02, but in 1941 this 
so-called “tax on a tax” was removed by 
making the tax rate 2% of 98% of a 
retailer’s gross receipts. 

The new law provides that after 
July 1, 1955, “selling price” or “amount 
of sale” shall not include (a) amounts 
added to a sale because of the retailer’s 
tax liability under the Illinois Retailers’ 
Occupation Tax, (b) amounts collected 
by retailers from customers under the 
Illinois Use Tax, (c) amounts added to 
sales because of the retailer’s tax li- 
ability under any Municipal Retailers’ 
Occupation Tax. 

After July 1, 1955, the retailer’s tax 
liability on a dollar transaction, to 
which he adds 2.5% because of the state 
“sales tax,” will be 2.5% of one dollar. 
It will not be necessary for a retailer 
to keep a separate account of the 
amount added to each purchase because 


“sales tax” 


two years, 
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of the tax in order to know how much 
of his total taxable receipts represents 
selling price and how much represents 
the amount added to the selling price 
because of the tax. 

He can distinguish between them by 
dividing his total receipts, including 
amounts added because of the tax, by 
102.5 and multiplying the result by 
100. This will give him the selling 
price of his merchandise. He can then 
determine his tax liability by multiply- 
ing that result by 2.5%. 


State and local taxes * 


Two other sales tax changes 


Effective July 14, 1955 anyone who 
sells such portable equipment as _re- 
frigerators, dish washers, dryers, stoves, 
floor coverings (except when perma- 
nently affixed to the building), curtains, 
drapes, trade machinery, etc., incurs 
retailers’ occupation tax liability even 
if he does install such equipment pur- 
suant to a construction contract, where 
he purchases and sells such items in 
finished form, and where such items re- 
main personal property when installed. 

Also effective on July 14, 1955 and 
thereafter (approval date of S. B. 796), 
the value of tangible personal property 
taken by a seller in trade as all or a 
part of the consideration for a sale shall 
not be considered to be “gross receipts” 
subject to the “sales tax” and need not 
be included in the seller’s return. If the 
seller uses or consumes such traded-in 
tangible personal property instead of 
selling it, the seller shall determine the 
value of such traded-in tangible per- 
sonal property at the time of such use 
or consumption and shall include such 
value in his return for that month and 
pay the “sales tax” upon such valuation. 


Crazy-quilt pattern 

Thus, increasing the state “sales 
tax,” creating a new use tax and giv- 
ing municipalities the power to impose 
a city “sales tax” without voter ap- 
proval continues a crazy-quilt tax policy 
in Illinois. As additional revenues be- 
come necessary, old sources are ex- 
panded and new sources are super- 
imposed upon existing ones. This has 
occurred with an almost complete ab- 
sence of long-range planning. 


Research project to find 
effect of uniform formula 


Tue Councit oF STATE GOVERNMENTS 
is about to undertake a major research 








316 * The Journal of Taxation * 
project to determine the practicability 
and effect of a uniform apportionment 
formula for state taxation of multistate 
corporations. Acting at the request of 
the Governors’ Conference, the Council 
is obtaining from state tax administra- 
tors the names and addresses of a sample 
of the merchandising and manufactur- 
ing concerns doing business in their 
states as well as other states and sub- 
ject to their corporate income tax laws. 
Beginning in the middle of October, 
the Council will send questionnaires to 
the corporate included in 
these lists. Each concern will be asked 


taxpayers 


to estimate the amount of taxes it would 
have paid last year in each state in 
which it does business, assuming that 
all states had formula pro- 
posed for test purposes. It also will be 
asked to 
amount of tax it paid under existing 
laws. 

On the this 


survey, the Council will analyze the 


used the 


indicate approximately the 


basis of returns from 
data and prepare a report. The report 
will in no way identify individual con- 
cerns, but from the data obtained, it 
should be possible to estimate the effects 
upon the revenues of the states of the 
various formulas used in the survey. 
The survey will provide a basis for fur- 
ther work by the committee in its efforts 
to develop an equitable uniform appor- 
tionment formula which may be accept- 
able to the several states as well as to 
businesses subject to these taxes. 

The tax- 
payers is essential to the success of this 


cooperation of corporate 
survey. Their assistance will be deeply 
appreciated by the com- 
mittee and will make it possible for the 
committee to proceed with its work in 
this important field. 


members of 


In making this study, the Council 
will have the advice and assistance of a 
committee of administrators 
and representatives of the American Bar 
Institute of Ac- 


Commissioners on 


state tax 
Association, American 
countants, Uniform 
State Institute, Na- 
tional Tax Association, and Tax Execu- 
tives Institute. 


Laws, Controllers 


Members of the committee agree that 
a uniform apportionment formula is de- 
sirable and that uniformity is most likely 
to be achieved through use of a three- 
factor formula of sales, payrolls, and 
The committee be- 
lieves, however, that final agreement on 
a uniform formula, and particularly on 
the definitions of the factors, cannot be 
obtained without first measuring the 


tangible property. 
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financial impact on the revenues of indi- 
vidual states of various possible formu- 
las. Accordingly, the committee asked 
the Council of State Governments to 
make such a survey and approved a pro- 
cedure for collection of necessary data. 


Appraiser’s Society to 
publish manual 


A MANUAL for valuation and appraisal 
of physical assets is being published 
this fall by the American Society of 
Appraisers. The volume is based on 
results of a 2-year survey through the 
Society’s 800 members. 

Contents include real estate, archi- 
tecture, building construction, public 
works, engineering, insurance, account- 
ing, law, taxes, assessments, banking 
and finance, public utilities, industry, 
commerce, fine arts, and antiques. 

Included are analytical studies, such 
as Appraising for Mortgage Purposes; 
Valuation of Machinery & Equipment; 
Appraising Intangibles; How to Esti- 
mate Building Costs; Expert Witness 
and Testimony; Real Estate; Original 
v. Replacement Costs; Fire Insurance 
Appraisals; Depreciation Studies; Valu- 
ing Stock in a Going Concern; Apprai- 
sals in Fine Arts & Antiques. 

The manual will sell for $15. Com- 
plete information may be obtained from 
the American Society of Appraisers, 
Suite 311, 100 West 42nd Street, New 
York 38, New York. 


Minnesota is NOT adopting 
personal withholding 


EVEN a typographical error can have a 
silver lining. We said (3 JTAX 37) that 
Minnesota had adopted resident with- 
holding of personal income taxes. Ac- 
tually, we should have said Montana, 
not Minnesota. We apologize to both. 
Our error was called to our attention 
by David R. Roberts, who is with the 
St. Paul law firm of Sullivan, Stringer, 
Connelly and Sharood. He passes on 
to us this very interesting comment on 
the withholding situation in Minnesota: 
“The Governor proposed resident 
withholding of personal income taxes 
but in a one-day special session follow- 
ing the “clock covered” days of the 
regular session the legislature adopted 
a compromise which included merely 
the authorization of a commission to 
study withholding taxes. Concurrent 
Resolution 11. Senators, five 
Representatives, and five members ap- 


Five 


pointed by the Governor with an ap- 
propriation of $15,000 are included in 
the authorization.” % 


Margin transaction held 
interstate commerce 


Tue U. S. SupREME Court has affirmed 
per curiam a decision of the Indiana 
Supreme Court on the Indiana gross in- 
come tax which poses a very interest- 
ing question. 

Regulation 2805 of the Indiana gross 
income tax regulations provides for the 
taxation of gross earnings resulting from 
marginal transactions, the gross earn- 
ings being the gross profits realized or 
the excess of the sales over the cost of 
sales. The facts in that situation were 
that an Indiana citizen bought stock on 
margin on the New York Stock Ex- 
change under the usual arrangement 
whereby the broker advances a percent- 
age of the purchase price, holds a lien 
on the stock for his advancement and 
does not permit the stock certificate to 
be put in the name of the customer un- 
less the customer pays in full. Under 
this arrangement, the stock certificates 
themselves do not cross the state line 
and hence the question is whether or 
not this was a transaction in interstate 
commerce. The decision in question is 
the Indiana Department of State Reve- 
nue et al. v. Nebeker, 116 N.E. 2d, page 
104. The Indiana Supreme Court takes 
the position that despite the fact the 
stock certificates did not cross the state 
line, importance cannot be attached 
to whether a piece of paper crossed over 
state boundaries in determining whether 
interstate involved. It 
states that importance must attach to 
whether the transaction itself was a part 
of interstate commerce. It cites the U. S. 
Supreme Court decision in the case of 
Freeman v. Hewit (1947) 329 US 249. 
In this latter decision, the U. S. Supreme 
Court held that a resident of Indiana 
making stocks and_ bonds 
through a local broker connected with a 
New York brokerage house is not sub- 
‘ect to the gross income tax on the pro- 
derived from such sales. Of 
course, in the Freeman case, the stock 
certificates did cross the state line. Two 
of the Justices of the Indiana Supreme 
Court dissent from this theory and con- 
clude that where the stock certificates 
do not cross the state line, interstate 
commerce is not involved and 
sequently the transactions are taxable. 
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CURRENT EPT DECISIONS 





Neither good will nor common stock 
dividend included in equity invested 
capital. Taxpayer had had a deficit in 
earnings and profit from 1912 to date 
because of the issuance of a stock divi- 
dend in 1912. It wished to include that 
stock in its capital (the deficit was not 
required to be deducted from equity 
invested capital). However, the court 


held a distribution of common prior 
to 3/1/13 was not considered a distri- 


bution of earnings and profits and the 
stock was therefor not to be included 
invested capital for excess 
profits tax purposes. Neither was good 


in equity 


will proved as an investment; the evi- 
dence did not establish that good will 
was transferred in 1880 to the corpora- 
tion from a predecessor partnership. 
Stacey Mfg. Co., 24 TC No. 77. 


must consider “standard 
issue” raised by Commissioner in 722 
case. In 722 case the Tax Court held it 
had no jurisdiction to consider a_ so- 
called issue” 
relating to 722) raised by the Com- 


Tax Court 


“standard (i.e. one not 


missioner. The Circuit Court disagreed 
and 
for consideration of the issue. F. W. 
Pe Mfg. Co., CA-4, 7/13/55. 


reversed and remanded the case 


Paid-in capital determined for prior 
years EPT is res judicata. Circuit court 
affirms the Tax Court in holding that 
litigation over excess profits taxes in 
the proper 
1939 capital transactions 
in computing equity invested capital. 


1 prior year determined 


} 


reatment of 


[he Commissioner is bound by that 
litigation in computing excess profits 


ax for the year at issue here. 
Bridgeport Hydraulic Company, CA-2 
7/1/55. 


Minnesota photoengraver didn’t show 
how drought reduced base period in- 
come; 722 claim denied. Taxpayer was 
a photoengraver in Minneapolis, serving 
a large area. Its clients were printers 
and advertisers. It was a service busi- 
ness, labor being its chief cost. However, 
it was hampered by lack of capital and 
inability to buy new equipment. The 
Tax Court held that the taxpayer did 
not show how the lack of working cap- 
ital entitled it to 722 relief; nor did 
it show how the drought in that area 





affected its income. Relief denied. 
Buckbee Mears Co., 24 TC No. 62. 


Stock dividend prior to 3/1/13 not in- 
cluded in equity invested capital. Divi- 
dends paid prior to 3/1/13 of common 
on common are not includible in equity 
invested capital in determining excess 
profits tax liability for the period 1940- 
1945. By the payment of the stock 
dividends taxpayer created a deficit in 
surplus. It wished to include the divi- 
dends as capital and omit the deficit as 
the Code permitted. Richmond Hosiery 
Mills, TCM 1955-214. 


Partnership elected to expense in- 
tangible costs; corporation partner can- 
not capitalize for EPT. The Tax Court 
held that a partnership is a taxpayer 
and its election to expense intangible 
drilling and development costs binds 
the partners. A corporate partner there- 
fore cannot elect to capitalize such 
items for excess profits tax. This Court 
dismisses the appeal for review upon 
stipulation of compromise and settle- 
ment. Bentex Oil Corp., CA-5, 2/2/55. 


Department store’s poor base period 
was due to amateur management. The 
Court finds that the losses of the N. Y. 
store were due to management by in- 
vestors with no experience in the field 
who adopted unwise policies. This is 
not a basis for relief. While the com- 
pany changed its method of operation, 
the base period income reconstruction 
the Court would allow, because of the 
change, produced a credit below the in- 
vested capital credit. Hearn’s Depart- 
ment Store, 23 TC No. 38. 


Shirt maker had intangibles, low capi- 
tal, but reconstruction fails. Taxpayer 
had contractors do the actual manu- 
facturing of shirts it designed and sold. 
It operated on low capital and the 
abilities of its three officers were very 
important. The Tax Court agreed it 
qualified for relief. It began business in 
1941 and sold mostly uniform shirts at 
post exchanges. Using figures of other 
shirt manufacturers, it assumed it would 
have had the same relative position in 
the shirt industry in the base years at 
it had in 1941, 1942 and 1943. The 


Court found that its growth was due to 
war conditions and there was no proof 
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it could have become established in a 
peace time market. Jackson-Raymond 
Co., Inc., 23 TC No. 105. 


Devaluation of franc and _ tariff 
changes, depressing lace industry, not 
temporary or unusual; relief denied. 
Taxpayer, a manufacturer of laces 
claimed that the industry was depressed 
in the base period years because of the 
reduction of U. S. tariff on imported 
lace and the advantage given to French 
laces by the devaluation of the franc. 
Reviewing changes in the tariff and in 
the value of the franc, the Tax Court 
holds that neither change is temporary 
or unusual. Seekonk Lace Co., Inc. 24 


TC No. 63. 


Equity capital includes full investment 
for preferred; market value of bonds 
later issued therefor is borrowed 
capital. The Commissioner included in 
taxpayers borrowed capital the face 
amount of bonds ($474,200) issued in 
a 1937 recapitalization for $474,200 
par value of preferred stock. The tax- 
payer argued, and the court agreed, 
the $474,200 should be treated as 
equity capital paid in 1919; the market 
value of the bonds issued in 1937 
($335,650) is both a reduction of 
equity capital and an addition to 
borrowed capital. Southern Fertilizer 
and Chemical Co., DC Ga., 6/23/55. 


Unused credit for any year is excess 
over income of that year. In each of 
the 1940-1943 taxpayer’s EP 
credits exceeded its EP net income. In 
1944-1946 it had income in excess of 
the credit. At issue here was the method 
of computing the unused credit carry- 
over from the low income years. Tax- 


years 


payer computed the carryover by elim- 
inating the income for each of the 
years by credit carryover from preced- 
ing years. Thus the entire amount of 


credits for each 


year were available 
for carryovers to subsequent years. 
The government contended that the 


unused EP credit for any year is the 
excess of the EP credit for that year, 
over income for that year, disregarding 
any carryback or carryover. The court 
agreed, holding that this view accords 
with the statute and regulations, while 
taxpayer's method conflicts with the 
legislative intent to use the carryover 
principle only to level off the taxpayer's 
results over a 2 year period forward or 
backward. Connohio DC Conn., 6/14/ 
55. 
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Five ways to establish valuation method 


in partnership buy-sell agreement 


NE OF THE MOST IMPORTANT things 
involved in a partnership buy-sell 
agreement is to have some definite price 
or valuation method set out in the 
agreement which is agreed upon by the 
partners as establishing a fair value for 
their respective interests, says W. C. 
Hester, CLU of Jackson, Mississippi. 
Each partner, if he is the survivor, de- 
sires to purchase the interest of his de- 
ceased partner at a fair price, and if he 
is not the survivor, he wants his estate 
to obtain a fair price for his interest. 

Lawyers should bear in mind that 
there is more than one way to draw a 
partnership agreement; skillful use of 
these alternative methods may provide 
a desired result, free of litigation and 
inequity, where a too-routine approach 
to this question leaves all the variations 
and all the trouble after death when 
everything is much more difficult to 
manage. 

Mr. Hester suggests: 

The valuation method used would 
necessarily take into consideration the 
nature of business. Are the earnings of 
the business derived from personal serv- 
ices? Is it a mercantile business? Is it a 
manufacturing business? 


Five ways it can be done 

There are several approaches to the 
problem which may be used as follows: 

1. An arbitrary value by mutual 
agreement: The parties to the agreement 
may establish an arbitrary value by mu- 
tual agreement. This would simply be a 
figure that the partners have in mind as 
representing what their interests are 
worth. If this method is used it would 
be desirable to have the purchase 
agreement provide for periodical 
changes or adjustment of this figure to 
reflect changes in the condition of the 
business. This method is the simplest, 
but it has possible disadvantages in that 


(1) on some future occasion, the part- 
ners may have difficulty in agreeing on 
an adjustment of the valuation figure, 
(2) there is danger that re-valuation 
from time to time may be neglected, 
and (3) unless the periods of readjust- 
ment are relatively frequent, the last 
fixed valuation may not represent the 
real value of the deceased’s interest at 
the time of his death. 

2. Actual book value at death: Book 
value alone, the mere worth of the 
tangible and intangible assets of the 
firm, is usually insufficient as a valua- 
tion. It gives no consideration to the 
earning capacity of the business which 
may be far more important than the 
mere assets of the firm. Unless the item 
of good will is included in the balance 
sheet as a firm asset, it would not be 
considered in the actual book value of 
the business. 

3. Capitalization of average annual 
earnings: It might be fair, and accept- 
able to the partners, to establish the 
average annual earnings of the firm 
over a five year period, and capitalize 
that average earning capacity at some 
arbitrary figure (6 cr 8 times) that 
would be acceptable. However, capi- 
talized earnings may not, of itself, rep- 
resent the true value of the business, 
where tangible assets are large and 
valuable. The liquidation of the tang- 
ible assets may materially enhance the 
real worth of an interest ia the firm 
irrespective of earnings. 

4. Combination of book value and 
capitalized earnings: The value of the 
business on the basis of capitalized 
earnings, and its actual book value at 
the time of death, may be added to- 
gether and the total divided by two. 
The resulting figure may be used in 
determining the value of the deceased 
partner’s interest. 

5. Value established by arbitration 


on death of partner: It may be agreed 
that, on the death of a partner, the 
value of his interest in the partnership 
is to be established by an arbitration 
committee consisting of three men; one 
appointed by the deceased’s estate, one 
by the surviving partner, and a third 
by agreement between the other two 
men, or by appointment of the trustee 
if a trust plan is used. 

Other forms of valuation may be used 
if circumstances warranted it, but it is 
generally believed that a proper com- 
bination of the book value of the busi- 
ness, with an appropriate capitalization 
of earnings will be more accurate. 

On the other hand, if the actual value 
of the business interest exceeds the in- 
surance proceeds, the purchase agree- 
ment should indicate the manner in 
which the surviving partner is to settle 
for the difference. Usually, the survivor 
is permitted to pay such excess value 
over a period of time by giving a series 
of interest bearing notes. 


New decisions 





Partnership filed no return; partnership 
deduction denied individual partners. 
Taxpayers, father and son, contended 
they operated a farm as a partnership 
and each claimed deductions of $9,500 
on his individual return as his share 
of the farm expense. No partnership 
return was ever filed, and the court 
found there was no way to determine 
whether there was a net loss to the 
alleged partnership. The deductions 
were denied. Re, TCM 1955-206. 


Income earned before but collected 
after community property law is com- 
munity. Under a lease entered into on 
Oct. 1, 1944, taxpayer was entitled to a 
minimum rental plus a percentage of 
tenant’s sales. The percentage rentals 
were payable after the close of the rental 
year. On July 26, 1945, the Okla. 
community property law became effec- 
tive. The taxpayer sought to treat the 
entire percentage rent received on Oct. 
15, 1945, as community property, but 
the court held with the Government 
that under the Oklahoma community 
property law it was partly separate and 
partly community property. Taxpayer 
had a right to the additional amounts 
from the date of the lease and the time 
of their physical receipt is not controll- 
ing. Smith, DC Okla., 7/11/55. 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & gift taxation 


OF INTEREST TO TAX PRACTIONERS 


Gifts of life insurance 





encouraged under new Code 


( \ IFTS OF LIFE INSURANCE POLICIES by 
‘the insured have acquired a new 
and attractive status under the provi- 
sions of the 1954 Code. The tax effects 
of the abolishment of the premium-pay- 
ment test upon gifts of life insurance 
were discussed by Joel Irving Fried- 
man,' a New York attorney and mem- 
ber of the firm of Nathan, Mannheimer, 
Asche and Winer, who pointed out other 
considerations to observe when making 
such gifts. 

Under the 1939 Code, he said, pro- 
ceeds of life insurance were includible 
in the estate of the insured for estate- 
tax purposes if (1) the proceeds were 
payable to the insured’s estate, (2) the 
insured possessed at death some inci- 
dent of ownership in the policy (a 
reversionary interest was not considered 
an incident of ownership), or (3) if 
the insured paid premiums on the 
policy either directly or indirectly (the 
so-called “premium-payment _ test”). 
However, the 1954 Code (Sec. 2042) 
abolished the premium payment test. 
Accordingly, even though the insured 
paid the premiums, insurance proceeds 
will be taxable in the insured’s 
estate if they are payable to named 
beneficiaries and if insured on his death 
possessed no incident of ownership in 
the policy. 

The new law, however, to place life 
insurance on the same basis as other 
forms of property, enlarges the mean- 
ing of the term “incident of ownership” 
to include a 5% reversionary interest, 
whether arising by the express terms of 
the policy or other instrument or by 
operation of law. This means that now 
the insured can give away policies on 
which he has paid the premiums, can 
continue to pay the premiums, and the 


not 
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proceeds will not be includible as part 
of his estate. The practical effect of this 
change will be to encourage gifts of 
life insurance by the insured. 


Before making gifts of insurance 


The possible restoration of the 
premium-payment test should not 
necessarily deter the making of gifts of 
insurance because in the past, when 
the premium-payment test was reim- 
posed, the reimposition was not made 
retroactive. 

In connection with the 5% reversion- 
ary-interest rule, insurance company 
counsel are divided as to whether an 
outright gift of policy, e.g., by husband 
to wife, results in a reversionary inter- 
est, because of the possibility that the 
husband may survive his wife and in- 
herit his policy from her. A better view 
is that an outright gift of policy does 
not result in the retention of a rever- 
sionary interest. The contrary view 
would vitiate the expressed intention 
of Congress to wipe out discrimination 
against life insurance. 

It is expected that the forthcoming 
regulations will make plain that an out- 
right gift of policy does not result in 
retention of a reversionary interest. 


Four advantages of giving insurance 
As distinguished from gifts of in- 
come-producing property, gifts of in- 
surance do not deprive the donor of 
current income. Also, gifts of insurance 
furnish a motive for further gifts for 
the payment of premiums, and thus 
reduce the contemplation of death risk 
(Estate of Achille F. Israel). Further, 
as distinguished from other forms of 
property which may have increased in 
value after the gift, gifts of insurance 
do not sacrifice a stepped-up basis on 
the death of the donor (see Sec. 1014) 


Estate and gift Taxation © 319 


and gifts of insurance involve no man- 
agement problem to the donee, are less 
likely to be squandered, and, if the 
donee is a minor, are less likely to re- 
quire guardianship. 

However, two disadvantages to con- 
sider are that gifts of life insurance do 
not reduce the donor’s income tax since, 
generally, dividends and increases in 
cash and loan values are not taxable in- 
come, and that for a 3-year period, gifts 
of insurance policies (as distinguished 
from annual gifts to pay premiums), 
are peculiarly vulnerable to attack as 
gifts in contemplation of death (Van- 
derlip v. Commissioner, 155 F. 2d 152 
(CA 2d Cir. 1946) ). The question has 
been raised whether a donor’s payment 
of premiums within three years of 
death presents a contemplation of death 
issue as to the proceeds. Cf. Liebman 
v. Hassett, 148 F. 2d 247 (CA Ist Cir. 
1945). 


General procedural points 


Check the terms of the policy (partic- 
ularly in case of older policies), to 
make certain that the policy contains 
no provisions that would leave the in- 
sured with a reversionary interest or an 
incident of ownership (e.g., insured’s 
consent required for change of bene- 
ficiary). Cf. Goldstein’s Estate v. U.S., 
122, FS 677 (Ct. of Cl. 1954). 

To avoid a question as to whether 
insurance proceeds are payable to the 
donee or to his beneficiary, it is desir- 
able to designate the donee as bene- 
ficiary before making a gift of insur- 
ance. 


Outright gifts of insurance 

Where keeping within the annual 
exclusion is the objective, the simplest 
way is to split the policy into separate 
smaller policies, giving one policy each 
year. Other methods, each of which 
presents separate problems, include (1) 
annual gifts of undivided interests in 
policy; (2) giving the whole policy, 
first borrowing on it to reduce value of 
gift, and ‘hen making additional annual 
gifts by payments in reduction of in- 
debtedness; and (3) giving the whole 
policy, taking back donee’s notes for 
any amount in excess of the gift in- 
tended, and then making additional an- 
nual gifts by forgiving the notes or a 
portion thereof. 

There is an unpublished telegraphic 
ruling that the outright gift of a policy 
having no cash surrender value is a 
gift of a future interest which does not 
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qualify for the annual exclusion. But 
this ruling is in conflict with Reg. 108, 
Section 86.11, and has recently been 
superseded by a published ruling which 
allows the annual exclusion for an out- 
right gift of a policy having no cash 
surrender value (Rev. Rul 55-408). 


Gifts of insurance in trust 


Where substantial 
volved, gifts of insurance in trust have 


amounts are in- 


distinct tax advantages over outright 
gifts. include the income-tax 
advantages made possible by various 


These 


trust provisions, e.g., provisions for ac- 
cumulating and sprinkling income, and 
the avoidance of death taxes on the 
estates of the beneficiaries if the trust 
lasts long enough. 

trust 
funded by the insured, rather than a 
two-donor trust, as in W. C. Cartinhour, 
8 TC 482 (1944). 


Consider also an _ insurance 


Gifts to minors 

Mr. Friedman also discusses gifts to 
minors under the new Code. He said 
that there was uncertainty prior to 1954 
as to whether a gift to a minor, without 
appointment of a guardian, could be a 
gift of a present interest qualifying for 
the annual $3,000 exclusion. Gilmore 
v. Com., 213 F. 2d 520 (CA 6th Cir. 
1954); Stifel v. Com., 197 F. 2d 107 
(CA 2nd Cir. 1952); Kieckhefer v. 
Com., 189 F. 2d 118 (CA 7th Cir. 
1951). Rev. Ruling 54-400 (IRB 1954- 
38) indicated that gifts to minors would 
receive the same treatment as gifts to 
adults, and that a gift would not be 
regarded as a gift of a future interest 
merely because the donee was a minor 
But despite this ruling, making a gift 
to a minor of a present interest pre- 
sented legal and practical problems. 

The 1954 Code (Sec. 2503(c)) 
provides for a special kind of gift that 
will qualify for the annual exclusion 
where the donee is a minor. The re- 
quirements are that the donated prop- 
erty and the income therefrom (1) may 
be expended by or for the benefit of 
the minor and (2) to the extent not so 
expended will pass to him when he 
he dies before 21 
will pass to his estate or as he may ap- 


becomes 21, or if 


point under a general power of appoint- 
ment. In this regard, it should be noted 
that although the law refers to a gift 
to a minor, a trust for his benefit will 
qualify. It is believed that a gift over, 
if the minor dies without exercising his 
power of appointment, would disqualify 
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the gift for the annual exclusion. There 
is some question as to the extent to 
which a trustee’s power to expend 
principal or income may be limited, 
and whether giving a minor the right 
to demand the property at 21 may be 
substituted for a direction to distribute. 

The practical and tax disadvantages 
of a Sec. 2503(c) gift are that a minor 
gets property outright on reaching the 
age of 21, and that opportunities for 
income-tax and estate-tax savings are 
sacrificed. ¥ 


Men don’t always die 
before their wives 


Most MEN PLANNING the disposition 
of their estates after death assume 
that they will die before their families 
While this may be a reasonable assump- 
tion, based upon life-expectancy tables, 
the events may be reversed, in which 
case there could be an entirely different 
demand for cash upon the estate. At 
least one estate-planning team points 
this out to its clients, along the lines 
suggested by Thomas A. Moore,! vice- 
president of the Marine National Ex- 
change Bank, Milwaukee, Wisconsin: 

In a net taxable estate of one-haif 
million dollars, in which the full ad- 
vantage of the marital deduction is 
taken, the federal estate tax could be 
as low as $65,700, or perhaps some- 
what lower when all cross-credits are 
taken into consideration. But if the 
husband should survive his wife, and 
lose the advantage of the marital de- 
duction, the federal estate-tax bill could 
run to $145,700. It becomes apparent 
that the “accident” of the wife’s prior 
death would leave the husband’s estate 
liable for approximately $80,000 more 
than might have been provided for on 
the assumption that he would die first. 

Nor is this all the tax value which 
a man may from his marital 
status. If he remains a widower, he may 
no longer make a joint income-tax re- 
turn, and immediately he is confronted 
with what may be comparable family 
expenses but with a tax bill very much 
higher. 

Let us assume that from investments 
and from salary he has a net taxable 
income of $50,000. He probably has 
been able to keep his federal income 


derive 


‘The following excerpt is quoted from Mr. 
Moore’s remarks before a meeting of the Life 
Insurance Leaders Round Table, Milwaukee, 
included in 1955 Taxation and Estate Planning 
Symposium, published by The Consolidated Re- 
porting Co., 303 Fourth Avenue, New York 10. 


tax, again assuming the wife has no 
separate income during her lifetime, 
somewhat below $20,000 a year. Upon 
her death, his federal income-tax bill 
will jump to somewhere in the neigh- 
borhood of $26,000 a year. If there are 
minor children, his expenses may not 
be materially reduced and, in some 
circumstances, might 
creased. 

A quick answer is not applicable in 
every instance. It would be very easy 
to say that the man should carry enough 
his wife’s life, taken 
out at a favorable age, to meet all the 
added expenses which would fall upon 
the husband if she died first. But this 
solution may not be feasible if it is 
impossible to allocate enough money to 
the payment of the premiums. 

Of course, the man may remarry and 
the old assumed budget may be fol- 
lowed again. But it is also true that if 
this should happen and the marital 
deduction is taken, a large portion of 
his estate might be diverted from his 
children by his first marriage, due to 
the necessity of providing the power of 
appointment, which is the main re- 
quirement for the marital deduction. 
And there is not the same compulsion 
upon a second wife to appoint to the 
children of the first marriage that there 
would be upon the mother of the 
children to appoint to them. 

This situation illustrates only one of 
the many reasons why insurance plan- 
ning should be started parallel to estate 
planning at the earliest possible age of 
the customer. 


easily be in- 


insurance upon 
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New decisions 





Marital deduction not reduced by es- 
tate taxes paid out of residue. Dece- 
dent’s will specifically bequeathed cer- 
tain stock to his wife. Mississippi has no 
law on the allocation of estate tax. In 
this situation the Tax Court holds that 
the rule is that estate taxes, like other 
administrative expenses, are paid out of 
the residue. Consequently the wife re- 
ceived the stock free of any obligation 
to pay estate tax. The entire value of 
the shares constitutes the marital de- 
duction. Morrison Estate, 24 TC No. 
109. 


The requirement in the Regulations of 
an election to claim amortization of 
premiums upheld. An estate of a de- 
ceased spouse during administration 
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was held taxable only on one half of 
the income Texas community 
The estate was denied deduc- 
tions for amortizable premiums because 
it failed to make the election in its first 
return as prescribed by the Regulations. 
The Regulations were found not to be 
“clearly arbitrary and unreasonable” 
and hence had the force and effect of 
law. The trustees argued that the regu- 
lations were unreasonable because they 


from 
property. 


would have required an election by 
them prior to filing the estate tax return 
optional valuation date 
elected and the entire tax 
changed. Woodward, 24 TC 


in which the 
might be 
picture 
No. 95. 


Farm property valued for gift tax. On 


the basis of all the evidence, the Tax 
Court independently determined the 
fair market value of a farm and cattle 
for gift tax purposes. The donor was 


unsuccessful in his contention that the 
value assigned gift to a hospital 
prior year which was applied against 
the available specific exemption was 
too high. Cullers, TCM 1955-228. 


Gift of home to children not in con- 
of death. Decedent had 
high blood pressure. In 1948 
he gave his home in Pittsburgh to his 
moved to New Jersey 
where he kept up his business activities. 
He died in December 1949. The court 
held that taxpayer’s move was deter- 
mined by a wish to live “with his ail- 


templation 


severe 


children and 


ment.” The motive for the gift was 
associated with life, not death. Sachs 
Estate, TCM 1955-239. 


Possession at death rather than exercise 
of power is taxable event. Decedent, a 
lifetime income beneficiary of a testa- 
mentary trust created by her husband, 
had the unrestricted power to use, con- 
sume, and dispose of the trust principal 
during her lifetime. Even though she 
was incompetent at all times from the 
date of the creation of the trust to the 
date of her death, she died possessed 
of a power of appointment and the 
value of the principle of the trust is in- 
cludible in her estate. Rev. Rul. 55-518. 
Trust can't add to basis of assets the 
estate tax it paid because of donor's 
transfer. The taxpayer-trust was cre- 
ated in 1921 by transfer of securities to 
it. The grantor died in 1944 and 

1948 the trust paid additional estate 
tax assessed on the ground that the 


transfer was in contemplation of death. 
It paid the tax because under the will 
and applicable state law the tax was 
apportioned among the heirs. In 1948 
the trust sold some of the stock received 
upon creation in 1921. The court holds 
that the basis may not be increased by 
the estate tax paid. If so the entire 
estate tax might be paid by the bene- 
ficidries of an estate and recouped by 
depreciation or amortization allowances 
or upon sale. It should be left to Con- 
gress to provide such a means of avoid- 
ing tax. Bacher Trust, 24 TC No. 108. 


Trustee’s powers attributed to grantor 
who could remove without cause. Tax- 
payer, grantor of a trust, had the right 
to remove the trustee without cause. 
For this reason the trustee’s powers 
must be considered as powers of the 
donor. Those powers were such that 
the income is taxable to the donor under 
the Clifford rules. The fact that the 
donor never exercised this right is ir- 
relevant. Corning, 24 TC No. 100. 


Death benefits to serviceman’s benefi- 
ciaries are nontaxable gifts. The “six 
months’ gratuity pay” to beneficiaries 
paid by the United States because of 
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the death of a serviceman is not inclu- 
dible in the decedent’s gross estate, and 
is, therefore, not taxable as income to 
the beneficiaries. Rev. Rul. 55-581. 
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for publication for 


elp wanted, situa- 


tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, similar 


items. Rate per insertion: 404 per line, 
minimum, $3. Address copy for adver- 
tisement, together with Pek to The 
Journal of Taxation, 33 West 42nd 
Street, New York 36. Replies should 
also be sent to this address. 





HELP WANTED 


Tax accountant—25 to 35 years of age, 
familiar with Federal Estate, Income, and 
Gift Tax lal and estate planning, to 
work in major Trust Department. Submit 
summary of experience to Box 747B, Pitts- 
burgh 30, Pennsylvania. 


POSITION WANTED 


Tax lawyer, 34, heavy government experi- 
ence trial and settlement negotiation Fed- 
eral tax matters seeks association with law 
firm. Box 111. 
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FEDERAL TAXES - 36th Edition 


UP-TO-THE-MINUTE 36th Edition of this famous guide for 
business and personal taxpayers. Provides in one volume com- Edited by 
plete coverage of tax law and regulations affecting corporations, 
partnerships, proprietorships, individuals—plus perceptive, inter- PHILIP BARDES 
pretive comment for which Montgomery’s is famous. CPA, N. Y. Bar 
New illustrative examples clarify situations which have proved 
troublesome to taxpayers under the ’54 Code, including reporting JAMES J. MAHON, Jr. 
of income, deductibility of expenses, computation of ordinary in- CPA 


come and capital gain, refunds, ete. JOHN McCULLOUGH 


Business Taxes. Concise discus- stresses important tax advantages in CPA, Mich. Bar 
sions emphasize preferred ways of various types of executive compensa- 
doing business for maximum tax pro- tion. Describes and illustrates ways MARK. E. RICHARDSON 
tection. Reliable guidance on rais- of spreading income within the family CPA 

ing capital, electing taxable year and for greatest tax economy. Full 
accounting method, holding and coverage of estate planning tech- Partners of 
transferring property, financing re niques, with proved methods for 
search, employee  benefits—entire avoiding income, gift, and estate tax LYBRAND, ROSS 
range of business operations. penalties. BROS. & MONTGOMERY 
Answers vital questions concerning 
accelerated depreciation, handling 
capital gains and losses, estimating 
and declaring corporate tax. 





Time-saving Organization points 
out all related tax factors in any ques- 
tion, even where different sections of 
law apply. List of tax-planning op- 
Personal, Estate Taxes, Explains portunities at end of every Part of- 22 Parts 

treatment of income from invest- fers concrete help to businessmen, 1000 pages $15 
ments, farming, leases, royalties, etc., estate planners, investors, etc. 


CORPORATE REORGANIZATIONS 


—THEIR FEDERAL TAX STATUS 

















ROBERT S. HOLZMAN, Professor of Taxation, New York University 


JUST PUBLISHED. Second Edition of this — tion of stock to pay death taxes, complete liquida- 
authoritative volume explains all the complicated tion of subsidiary companies, receipt of new securi- 
sections of the 1954 Revenue Code which now affect ties in exchange for old. assumption of liabilities, 
corporate reorganizations. Gives the requirement r 


; 2 . new concept of the successor corporation, etc. In- 
for tax protection; tells what the courts will sanc- F E 


: 3 : sludes les of cases, citations of code ad- 
tion, and presents invaluable checklists to show what clud “8 tak les ‘ sca f cod and ad 
the taxpayer must do before and after reorganiza- '™mistrative rulings, and conversion chart coordinat- 

. a] : . oO . . % M4 ~ » . 4 > £ : » 2g - a “I 
tion. Complete analysis of major changes, includ- ing sections of the old and new Codes. Cross- 
ing modified treatment of stock dividends, redemp- reference index. 464 pages. $15 
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DEPRECIATION 


EUGENE L. GRANT, Stanford University; and 
PAUL T. NORTON, Jr., formerly Virginia Polytechnic Institute 


REVISED PRINTING of this comprehensive The declining balance and sum of year digits meth- 
reference volume covers all the major changes in ods are thoroughly explained. Numerous tables 
oe under the “e Revenue Code. — make rapid computations possible, and eliminate 
1ow alternative types of depreciation policy work the need for tedious depreciation calculations. The 
out in actual practice and offers valuable guidance Sentiment te 1 in ite licati d the illus 
to taxpayers in determining which of the many ‘teatment is general in its application and the illus- 
methods now permissible is best suited for different trative material has been drawn from varied indus- 
classes of assets and in different business situations. __ tries. 64 ills., tables; 504 pages. $7.50 


Order direct from: 


— THE RONALD PRESS COMPANY «© 15 East 26th St., New York 10 — 














